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Inspector General's Message

It is with great pride that I present the U.S. Department of
Housing and Urban Development (HUD) Office of Inspector
General (OIG) Semiannual Report to the Congress for the first half
of fiscal year 2006. In the time since our last report, HUD OIG
employees — auditors, agents, attorneys and support staff — have
been hard at work on their assigned tasks. Whether it is
Hurricane disaster relief, single-family housing fraud, Section 8
rental subsidy fraud, or any fraud against HUD programs or
operations, the HUD OIG is engaged and garnering results, for
which we are justly proud.

During the reporting period, we had $304,049,725 in Funds
Put to Better Use, Questioned Costs of $52,223,731 and $165,435,894 in Recoveries and
Receivables. This is exceptional work by our staff that has resulted in significant positive
impact on fraud and misuse of taxpayer dollars. I am grateful to the auditors, agents, and
evaluators who worked so hard this year to achieve this milestone.

I direct your attention to our high profile audits and investigations. HUD OIG staff
increased and improved their cooperation and collaboration with the Department, and as
a result, developed and implemented better and more effective audit recommendations.
The HUD OIG Office of Investigation agents also enhanced their cooperation with the
Department as a new source or indicator for new investigative avenues.

Our emphasis on the Section 8 Housing Choice Voucher program continues to be a
high priority. Congress was clear that it wanted answers as to why the Section 8 program
was prone to fraud and waste. Our audit plan this year selected 15 programs at public
housing authorities. Although our audits found significant administrative non-compliance
and improper payments, the living conditions of the residents was a greater concern. We
inspected 254 units at three authorities (San Juan, PR; Miami-Dade, FL; and Winston-
Salem, NC.) We found 91 percent did not meet minimum housing quality standards, and
39 percent of the failed units had serious deficiencies. Tenants lived in units that were not
decent, safe, nor sanitary. The Department shared our concern about these conditions
and agreed that housing assistance payments for units that did not meet standards had to
stop.

All of this led us to a more efficient and effective HUD OIG, better at recovering
taxpayer funds and bringing people to justice who perpetrate crimes.

It is with obvious and justifiable pride that I thank the staff of the HUD OIG for their
tireless work in their struggle against waste, fraud, and abuse on the Nation’s housing
and urban development programs.

(A RS

Kenneth M. Donohue
Inspector General
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Strategic Plan
Vision
We are a trusted and respected resource for HUD, Congress, and the American
public in ensuring the integrity, efficiency, and effectiveness of HUD

programs and operations. We are committed to working jointly with
HUD management to achieve their goals.

:

Mission

| Promote the integrity, efficiency, and effectiveness of HUD programs and
operations to assist the Department in meeting its mission.

[ | Detect and prevent waste, fraud, and abuse.

[ | Seek administrative sanctions, civil recoveries and/or criminal prosecution
of those responsible for waste, fraud, and abuse in HUD programs and
operations.

: : .

Goal 1 Goal 2 Goal 3

Effectiveness E.ﬁiciencg Our E.mplogees
Help HUD resolve its “Major Maximize results and Become the “Employer
Management Challenges” provide responsive audit of Choice” among
by being a relevant and and investigative work Offices of Inspectors
problem-solving advisor to for mandated, requested, General.
HUD and our Stakeholders. or self-initiated efforts.
Objectives
m  Contribute to Improving B Achieve a highest B Invest in people.
the Integrity in Single Return on Investment W Invest in the
Family Insurance (ROI) with available organization.
Programs. resources.
®  Contribute to a Reduction g  provide quality
in Erroneous Payments in results to customers
the Rental Assistance

in a timely manner.
Programs.

m Contribute to Improving
HUD'’s Execution and
Accountability of Fiscal
Responsibilities.

m  Contribute to resolving
significant issues raised
or confronted by HUD
and our Stakeholders.



Strategic Goals

Objectives:
B Contribute to improving the integrity of single-family insurance programs.
B Contribute to a reduction in erroneous payments in the rental assistance

programs.
B Contribute to improving HUD’s fiscal accountability.
B Contribute to resolving other significant issues raised or confronted by HUD and our

Goal 1 -~ Effectiveness

stakeholders.
Target | As of
March Key Measurements
31, 2006

75% v 75% of the recommendations reach management decisions within 120 days.

85% v 85% of the dollars associated with recommendations are sustained.

80% v 80% of all audits conducted are targeted at areas of significant interest to
either HUD or OIG stakeholders.

80% v 80% of stakeholders rate OIG products and services good or better.

66% v 66% investigations referred for criminal, civil, or administrative action will
focus on FHA single-family mortgage fraud and Section 8 rental assistance
overpayment.

Goal 2 - E.{ficiencg

Objectives:

B Maintain a high return on investment (ROI).
B Provide timely and quality results to customers.

Target | As of
March Key Measurements
31, 2006

8:1 v Sustain a return on investment (ROI) of 8:1.

70% v 70% of external audits completed within 2000 hours.

4/6 v Regional investigative performance for regions without forensic auditors
Actions will average 4 actions per FTE per year. Regions with forensic auditors will
per FTE average 6 actions per FTE per year..

Goal 3- Emploger of Choice
Objectives:

B Investin people.
B Investin the organization.

Target | As of
March Key Measurements
31, 2006
Nov 06 v Implement a leadership development program for succession planning.
80% NEW | 80% of employees rate organization good or better.
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Acronyms List

AIGA
AIGI
ARIGA
ASAC
ATF
CDBG
CID
CPD
DAIGA
DAIGI
DEA
DOJ
FBI
FDIC
FEMA
FFMIA
FHA
FHASL
FINCEN
FIRMS
FY
GAO
GNMA
HAP
HHS
HIV
HKFTF
HOME
HOPWA
HRRC
HUD
IG

Assistant Inspector General for Audit

Assistant Inspector General for Investigations
Assistant Regional Inspector General for Audit
Assistant Special Agent in Charge

Bureau of Alcohol Tobacco and Firearms
Community Development Block Grants

Criminal Investigation Division

Community Planning and Development

Deputy Assistant Inspector General for Audit
Deputy Assistant Inspector General for Investigation
Drug Enforcement Administration

U.S. Department of Justice

Federal Bureau of Investigation

Federal Deposit Insurance Corporation

Federal Emergency Management Agency

Financial Management Improvement Act of 1996
Federal Housing Administration

Federal Housing Administration Subsidiary Ledger
Financial Crimes Enforcement Network

Facilities Integrated Resources Management System
Fiscal Year

Government Accountability Office

Government National Mortgage Association (aka Ginnie Mae)
Housing Assistance Payment

U.S. Department of Health and Human Services
Human Immunodeficiency Virus

Hurricane Katrina Fraud Task Force

Home Investment Partnership Program

Housing Opportunities for Persons with AIDS
Hurricane Recovery and Response Center

U.S. Department of Housing and Urban Development

Inspector General
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VA
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Internal Revenue Service
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Office of Audit
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Office of Inspector General

Office of Management and Budget

Officer Next Door

Presidentially-Declared Disaster Areas
Program Fraud Civil Remedies Act

Public Housing Authorities

Public Housing Safety Initiatives

Office of Public and Indian Housing
President’s Management Agenda
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Real Estate Settlement and Procedures Act
Rental Housing Integrity Improvement Project
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Reporting Requirements

The specific reporting requirements as prescribed by the Inspector General Act of 1978,
as amended by the Inspector General Act of 1988, are listed below:

Source/Requirement Pages
Section 4(a)(2)-review of existing and proposed legislation and regulations. 107-114
Section 5(a)(1)-description of significant problems, abuses, and 1-97, 107-122
deficiencies relating to the administration of programs and operations

of the Department.

Section 5(a)(2)-description of recommendations for corrective action with respect 9-97

to significant problems, abuses, and deficiencies.

Section 5(a)(3)-identification of each significant recommendation Appendix 2, Table B
described in previous semiannual report on which corrective action
has not been completed.

Section 5(a)(4)-summary of matters referred to prosecutive authorities 9-97
and the prosecutions and convictions that have resulted.

Section 5(a)(5)-summary of reports made on instances where information No Instances
or assistance was unreasonably refused or not provided, as required by

Section 6(b)(2) of the Act.

Section 5(a)(6)-listing of each audit report completed during the Appendix 1

reporting period, and for each report, where applicable, the total
dollar value of questioned and unsupported costs and the dollar value of
recommendations that funds be put to better use.

Section 5(a)(7)-summary of each particularly significant report 9-97
and the total dollar value of questioned and unsupported costs.

Section 5(a)(8)-statistical tables showing the total number of Appendix 2, Table C
audit reports and the total dollar value of questioned and
unsupported costs.

Section 5(a)(9)-statistical tables showing the total number of audit Appendix 2, Table D
reports and the dollar value of recommendations that funds be put
to better use by management.

Section 5(a)(10)-summary of each audit report issued before the Appendix 2, Table A
commencement of the reporting period for which no management
decision had been made by the end of the period.

Section 5(a)(11)-a description and explanation of the reasons for No Instances
any significant revised management decisions made during the

reporting period.

Section 5(a)(12)-information concerning any significant management 119-121

decision with which the Inspector General is in disagreement.

Section 5(a)(13)-the information described under section 05(b) of the 121
Federal Financial Management Improvement Act of 1996.







Chapter1

HUD’s Management
and Performance Challenges



The HUD Office of

Inspector General

The U.S. Department of Housing and
Urban Development (HUD) Inspector
General is one of the original 12 Inspectors
General authorized under the Inspector
General Act of 1978. Over the years, the
Office of Inspector General (OIG) has forged
a strong alliance with HUD personnel in
recommending ways to improve
departmental operations and in prosecuting
program abuses. OIG strives to make a
difference in HUD’s performance and
accountability. OIG is committed to its
statutory mission of detecting and
preventing fraud, waste, and abuse and
promoting the effectiveness and efficiency
of government operations. While
organizationally located within the
Department, OIG operates independently
with separate budgetary authority. This
independence allows for clear and objective
reporting to the Secretary and the Congress.
OIG’s activities seek to

B Promote efficiency and effectiveness in
programs and operations,

B Detect and deter fraud and abuse,

B Investigate allegations of misconduct
by HUD employees, and

B Review and make recommendations
regarding existing and proposed
legislation and regulations affecting
HUD.

The Executive Office and the Offices of
Audit, Investigation, Counsel, and
Management and Policy are located in
Headquarters. Also, the Offices of Audit and
Investigation have staff located in eight
regions and numerous field offices.

Major Issues Faciug HUD

The Department’s primary mission is to
expand housing opportunities for American
tamilies seeking to better their quality of life.
HUD seeks to accomplish this through a
wide variety of housing and community
development grant, subsidy, and loan
programs. HUD'’s fiscal year (FY) 2006
enacted budget is about $48 billion,
including about $12 billion in emergency
supplemental appropriations to address the
impact of the hurricanes that devastated the
Gulf of Mexico coastal areas during 2005.
Additionally, HUD assists families in
obtaining housing by providing Federal
Housing Administration (FHA) mortgage
insurance for single-family and multifamily
properties. At the end of FY 2005, FHA'’s
outstanding mortgage insurance portfolio
was about $416 billion. The Government
National Mortgage Association (GNMA),
also known as Ginnie Mae, through its
mortgage-backed securities program, gives
issuers access to capital markets through the
pooling of federally insured loans.

With about 8,800 staff nationwide, HUD
relies upon numerous partners for the
performance and integrity of a large number
of diverse programs. Among these partners
are hundreds of cities that manage HUD’s
Community Development Block Grant
(CDBG) funds, hundreds of public housing
authorities that manage assisted housing
funds, thousands of HUD-approved lenders
that originate and service FHA-insured
loans, and hundreds of Ginnie Mae
mortgage-backed securities issuers that
provide mortgage capital.

Achieving HUD’s mission continues to
be an ambitious challenge for its limited
staff, given the agency’s diverse mission, the
thousands of program intermediaries
assisting the Department in this mission,
and the millions of beneficiaries in its
housing programs. HUD’s management
problems have for years kept it on the
Government Accountability Office’s (GAO)



list of agencies with high-risk programs.
HUD’s management team, GAO, and OIG
share the view that improvements in human
capital, acquisitions, and information
systems are essential in removing HUD
from its high-risk designation. More
specifically, HUD must focus these
improvements on rental housing assistance
programs and single-family housing
mortgage insurance programs, two areas
where financial and programmatic exposure
is the greatest. That HUD’s reported
management challenges are included as part
of the President’s Management Agenda
(PMA) is indicative of HUD’s important role
in the Federal sector. HUD’s current
Administration places a high priority on
correcting those weaknesses that put HUD
on GAO’s high-risk list.

As of December 2005, HUD’s PMA
scoring status was “green” for three of the
nine initiatives applicable to HUD. The
status of the six remaining initiatives are
four with a “yellow,” and two with a “red”
score. Based upon a comprehensive set of
standards, an agency is “green” if it meets
all of the standards for success, “yellow” if
it has achieved some but not all of the
criteria, and “red” if it has even one of the
number of serious flaws. HUD’s most
notable accomplishment during this
semiannual reporting period was to achieve
a “green” score for the E-Government
initiative. HUD’s baseline score for
improved financial performance remains at
“red” because of one repeat and one new
material weakness reported in our audit of
HUD’s FY 2005 financial statements. Also,
the Office of Management and Budget
(OMB) established a new initiative for HUD
in the area of “credit program
management,” and assigned a status score
of “red.”

Each year in accordance with the
Reports Consolidated Act of 2000, HUD OIG
is required to submit a statement to the
Secretary with a summary assessment of the
most serious challenges facing the

Department. OIG submitted its latest
assessment on October 18, 2005. These
reported challenges are the continued focus
of our audit and investigative efforts. HUD
is working to address these challenges and
in some instances, has made significant
progress in correcting them. The
Department’s management challenges and
current efforts to address these challenges
are as follows.

Financial Management Systems. Since
FY 1991, OIG has annually reported that the
lack of an integrated financial system in
compliance with all Federal Financial
Management System requirements is a
weakness in internal controls. While some
progress has been made, a number of
long-standing deficiencies remain. For the
past several years, OIG’s financial audits
have also reported weaknesses in internal
controls and security over HUD’s general
data processing operations and specific
applications. The effect of these weaknesses
is that HUD cannot be reasonably assured
that system information will remain
confidential, protected from loss, and
available to those who need it without
interruption.

HUD has completed certification and
accreditation for 41 of its 44 financial
management systems. However, the quality
of the underlying documents and the actual
certification and accreditation process
varied by application. While a number of
vulnerabilities were closed, additional
vulnerabilities, identified through oversight
activities, were not corrected before
accreditation. In addition, certification and
accreditation of the general support systems
on which these applications reside have not
been completed and are ongoing.

The weaknesses noted in our FY 2005
Consolidated Financial Audit relate to the
need to

B Incorporate better risk factors and
monitoring tools into FHA's single



family insured mortgage program risk
analysis and liability estimation
process and

B  Continue to improve its review over
the FHA credit reform estimation
process.

In prior years, OIG reported on
weaknesses in HUD’s compliance with
Federal Financial Management System
requirements, including the need to enhance
FHA’s management controls over its
portfolio of integrated insurance and
financial systems. During the past several
years, HUD has made progress in
implementing a new financial system at
FHA and addressing most of the weaknesses
that OIG identified, including initiating a
vision statement for a departmentwide
tully integrated financial system. These
improvements enabled OIG to conclude that
the weakness in financial management
system requirements should be reclassified
from a material weakness to a reportable
condition.

Departmentwide Organizational
Changes and Human Capital Management.
For many years, one of the Department’s
major challenges has been to effectively
manage its limited staff resources to
accomplish its primary mission. In recent
years, the Department has contracted out
numerous functions essential to the
accomplishment of its overall mission, in
part due to staffing issues. Many of the
weaknesses facing HUD, particularly those
concerning HUD’s oversight of program
recipients, are exacerbated by HUD’s
resource management shortcomings.
Accordingly, OIG considers it critical for the
Department to address these shortcomings
through the successful completion of
ongoing plans. To operate effectively and
hold individuals responsible for
performance, HUD needs to know that it has
the right number of staff with the proper
skills in the right positions.

To address its human capital needs and
respond to the PMA, HUD developed a
comprehensive Five-Year Strategic Human
Capital Management Plan that identifies
three strategic goals for human capital:

B Mission-focused agency to align
employees and work to support HUD's
mission;

B High quality workforce, which
recruits, develops, manages, and
retains a diverse workforce; and

B Effective succession planning to
ensure retirees over the next 5 years are
succeeded by qualified employees.

The human capital management plan is
the Department’s primary tool for advancing
its human capital transformation. To
ensure HUD maintains progress toward
accomplishing the goals outlined in its
5-year strategy, HUD tracks progress against
the interim milestones biweekly. In line with
its strategic plan, HUD has increased its
focus on human capital management
through a variety of initiatives.

To address staffing imbalances and
other human capital challenges, the
Department has most recently embarked on
an “optimal organization study” to ensure
HUD is positioned to provide maximum
service to its constituents. The focus of the
study is to develop a vision for the future by
assessing what HUD’s work will be, how
HUD should be organized to carry out the
work, and the required skills in relation to
full-time employees (FTE) and training
efforts. The final product for this effort is
scheduled during the third quarter of the
tiscal year.

HUD continued to implement its Five-
Year Strategic Human Capital Management
Plan, with results that are enabling it to
recruit, develop, manage, and retain a high-
performance workforce that is capable of
effectively supporting HUD’s mission.



FHA Single-Family Origination. FHA's
single-family insurance programs enable
millions of first-time, minority, low-income
elderly, and other underserved households
to realize the benefits of homeownership.
HUD manages about $368 billion in single-
family insured mortgages. Effective
management of this high-risk portfolio
represents a continuing challenge for the
Department. The PMA has committed HUD
to tackling long-standing management
problems that expose FHA homebuyers to
fraudulent practices.

HUD has taken a number of actions to
reduce risks to homebuyers including the
following:

B Established an automated systems
control to preclude the predatory
lending practice of “property flipping”
on FHA-insured loans;

B Established an “appraiser watch”
process, wherein appraisers with poor
performance records are automatically
targeted for monitoring and
disqualification from program
participation if they violate FHA
standards;

B Established an automated under-
writing system, the Technology Open
to Approved Lenders (TOTAL)
Scorecard to increase lender efficiency
through more consistent, objective
evaluations of the credit worthiness of
borrowers; and

B Initiated a process for the electronic
verification of Social Security numbers
to further reduce fraud in FHA
applications.

While the GAO and OIG have
reported improved monitoring of lender
underwriting and default tracking and
expanded loss mitigation to help reduce
mortgage foreclosures, HUD needs to

turther strengthen lender accountability and
take strong enforcement actions against
program abusers that victimize first-time
and minority homebuyers.

In support of HUD and the PMA, OIG’s
Strategic Plan for FY 2006 gives priority to
detecting and preventing fraud in FHA
mortgage lending through targeted audits
and investigations. OIG’s audits target
lenders with high default rates. The detailed
testing focuses on mortgage loans that
defaulted and resulted in FHA insurance
losses. Results from these audits have noted
significant lender underwriting deficiencies,
prohibited late endorsed loans, inadequate
quality controls, and other operational
irregularities. OIG’s recommendations have
sought monetary recoveries through loan
indemnifications exceeding $159.7 million,
loss reimbursements of more than $10.2
million, and appropriate civil remedies.
During the current semiannual reporting
period, OIG completed 31 external audits of
FHA-approved mortgage lenders as well as
three internal audits of single-family
program activities. Additionally, OIG’s
investigative workload in single-family
fraud prevention continues to grow
dramatically. During the current semiannual
period, OIG opened 115 investigative cases
and closed 261 cases in the single-family
housing program area, resulting in 255
indictments, 288 arrests, and 111
convictions/pleas/pretrial conversions.

OIG’s audit of FHA's FY 2005 financial
statements also reported a need to

B Incorporate better risk factors and
monitoring tools into its single-family
insured mortgage program risk
analysis and loan liability estimation
process,

B Continue improvement in the review
over the credit reform estimation
process, and



B Continue enhancement of
management controls over the
portfolio of integrated insurance and
financial systems.

OIG has tailored its audit and
investigation techniques to complement this
need, to support HUD management
improvements, and to provide an added
deterrence to mortgage fraud. OIG
developed a comprehensive training course
for its staffs on auditing single-family
lenders and conducting single-family fraud
investigations. To date, 154 auditors and 150
investigators have completed the single-
family training courses.

Public and Assisted Housing Program
Administration. HUD provides housing
assistance funds under various grant and
subsidy programs to public housing
agencies and multifamily project owners.
These intermediaries, in turn, provide
housing assistance to benefit primarily low-
income households. The Office of Public and
Indian Housing (PIH) and the Office of
Housing monitor these intermediaries’
administration of the assisted housing
programs.

Accurate and timely information about
households participating in HUD housing
programs is necessary to allow HUD to
monitor the effectiveness of the program,
assess agency compliance with regulations,
and analyze the impacts of proposed
program changes. The level of reporting is a
criterion for housing agencies” performance
in both the Public Housing Assessment
System and the Section 8 Management
Assessment Program. HUD’s goal is to
obtain 85 percent reporting of tenant data
into the system.

HUD'’s ability to effectively monitor
housing agencies and assisted multifamily
projects continues to present challenges in
achieving the intended statutory purposes
of the housing assistance funds. These
weaknesses have been reported for a

number of years in OIG’s annual audits of
HUD’s financial statements. However, HUD
has demonstrated significant progress in
addressing weaknesses impacting the
accuracy of payments made under these
programs. Most notably, HUD was the first
agency to receive a “green” baseline goal
score on the PMA “eliminating improper
payments” initiative and has maintained
this score.

The estimate of erroneous payments
that HUD reports in its Performance and
Accountability Report relates to HUD’s
inability to ensure or verify the accuracy of
subsidy payments being determined and
paid to assisted households. HUD has
surpassed interim goals for reducing the FY
2000 estimated $2 billion in net annual rental
housing assistance overpayments. HUD’s
interim goals were for a 15 percent reduction
in FY 2003, 30 percent reduction in FY 2004,
and 50 percent reduction in FY 2005. These
goals were established based on the FY 2000
estimates of improper payments attributed
to both housing administrator errors in
subsidy determinations and tenant
underreporting of income upon which
benefits are based.

Although 60 percent of all subsidy
determinations were found to be in error in
2000, that number declined to 41 percent in
FY 2003 and 34 Percent in FY 2004. The
baseline estimate of gross annual improper
payments has been reduced from $3.2 billion
in 2000 to $1.6 billion in 2003 and $1.2 billion
in 2004.

Paralleling HUD efforts, OIG’s
investigative and audit focus concentrates
on fraudulent practices and the lack of
compliance with the Section 8 program
statute and requirements. To comply with a
congressional request, OIG conducted 21
external audits of the Section 8 Housing
Choice Voucher program during the current
semiannual reporting period. These external
audits addressed whether housing agencies
are correctly calculating subsidy amounts,



correctly determining family income,
complying with housing quality
standards, fully wusing authorized
vouchers, and implementing controls to
prevent duplicative and fraudulent
housing assistance payments. OIG’s
recommendations for these audits
questioned costs of more than $5 million and
identified more than $63 million that could
be put to better use.

Administering Programs

Directed Toward Victims of
Hurricanes Katrina, Rita, and
Wilma

In the aftermath of Hurricanes Katrina,
Rita, and Wilma, the operations of HUD
have been thoroughly tested in the Gulf
Coast area and have created extraordinary
challenges for the residents, HUD
employees, and the business community.
The potential losses to HUD and its housing
and community development programs are
significant.

Congress estimates that damage to
residential structures will range from $17 to
$33 billion. In the Presidentially Declared
Disaster Areas (PDDA), HUD’s FHA single-
family insurance fund insured more than
328,000 mortgages having an unpaid
principal balance of $23 billion. The
hurricanes affected 79 Ginnie Mae issuers,
causing GNMA to assess a $500 million risk
of loss to its investment portfolio. FHA’s
multifamily program in the PDDA insured
859 properties with an amortized principal
balance of $3 billion. Assets of HUD’s public
housing authorities (PHA) program
suffered tremendous damage, affecting both
property structures and housing of almost
102,000 families. The Housing Authority of
New Orleans (HANO) received a $21.8
million grant from the public housing
capital fund reserve for the cost and repair
of its public housing inventory before a full

assessment could be performed. HUD’s
Office of Community Development (CPD)
plans to reprogram existing funds of $380
million for the disaster areas. To expedite
the process, CPD issued numerous waivers
to streamline its grant programs including
Home Investment Partnership program
(HOME), Emergency Shelter Grants, and
CDBG.

HUD’s response to Hurricanes Katrina
and Rita falls into three separate categories:
(1) use of existing appropriations on the
ground just before hurricane impact, (2) new
appropriations for hurricane relief, and (3)
Federal Emergency Management Agency
(FEMA) funds administered by HUD in
support of mission-critical assignments.
HUD was provided $1.525 million to provide
personnel to assist FEMA as part of the
housing task force in Baton Rouge. HUD is
administering the Katrina Disaster Housing
Assistance Program (KDHAP), which was
previously funded to a level of $79 million
and has received new appropriations of $390
million in housing vouchers for families
displaced by Rita and Katrina, and HUD has
received new appropriations of $11.5 billion
in emergency CDBG funds for recovery
expenses associated with Hurricanes Rita
and Katrina. HUD is preparing to
administer the new funds, which will be
grants made directly to the five Gulf States
impacted by the hurricanes. The Governors
of Louisiana, Mississippi, Alabama, Florida,
and Texas, respectively, have identified the
appropriate State agency to receive the
funds and are submitting plans to HUD
detailing how the block grant funds will be
used.

See Chapter 6 of this Semiannual Report
for further information on the challenges
HUD faces in responding to these disasters
along with HUD OIG's efforts to prevent and
detect fraud and provide audit coverage
for the billions of dollars HUD is
administering to aid in the recovery.






Chapter 2
HUD's Single—-Familg

Housing Progmms



The Federal Housing Administration’s
(FHA) single-family programs provide
mortgage insurance to mortgage lenders
that, in turn, provide financing to enable
individuals and families to purchase,
rehabilitate, and construct a home.

Audits

During this reporting period, the Office
of Inspector General (OIG) issued
19 external audit reports in the single-
family housing program area. These reports
disclosed more than $7 million in
questioned costs and more than $33 million
in recommendations that funds be put
to better use. OIG reviewed 19 FHA
single-family mortgage lenders.

Chart 2.1: Single-Family Housing Dollars
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The U.S. Department of Housing and
Urban Development (HUD) OIG audited
America’s Mortgage Resource, Inc., of
Metairie, LA, alender approved to originate
loans under HUD's single-family mortgage
insurance program. OIG selected America’s
Mortgage because of its high default rate.
The objectives were to determine whether
America’s Mortgage followed HUD
origination requirements and implemented
a quality control plan in accordance with
HUD requirements.

The America’s Mortgage’s LaPlace
branch manager formed an identity-of-
interest company, Imagine Foundation and
provided prohibited gifts to borrowers.
Imagine Foundation provided $400,000 in
gift funds to 73 America’s Mortgage
borrowers. The Internal Revenue Service
(IRS) denied Imagine Foundation’s
application for nonprofit status because it
did not meet nonprofit requirements.
According to the IRS, America’s Mortgage’s
owner served on the board of Imagine
Foundation. Under HUD requirements, the
gifts should be considered as inducements
to purchase, requiring the sales price to be
reduced dollar for dollar in determining the
maximum mortgage amount. Therefore,
HUD overinsured 73 FHA loans totaling
more than $7.6 million.

Additionally, America’s Mortgage did
not originate and process loans in
accordance with HUD's regulations, nor did
its quality control plan meet HUD’s
regulations, further putting FHA-insured
loans at risk.

OIG recommended that HUD require
America’s Mortgage to write down the loans
for the $400,000 in inappropriate gifts by
Imagine Foundation, indemnify 73 loans
totaling $6.9 million, and reimburse HUD
$300,000 for claims paid on four loans.
Further, HUD should take administrative
action as appropriate, including debarment
and civil monetary penalties, against the
president and board of Imagine Foundation.
America’s Mortgage should develop and
implement a quality control plan that
complies with HUD’s requirements before
itis allowed to underwrite additional loans.
(Audit Report: 2006-FW-1006)

HUD OIG audited BSM Financial LP
because of an unusually high ratio of
defaults in HUD’s San Antonio, TX,
jurisdiction. The objective was to determine
whether BSM followed HUD loan
origination requirements for the 51 loans
selected for review.



Forty-seven percent of BSM’s defaults
involved one seller, who owned 50 percent
of the lender. OIG reviewed 51 of the
defaulted loans that involved this seller. The
lender approved mortgages on overvalued
properties because the lender allowed an
identity-of-interest seller to add ineligible
and unsupported costs to the home
construction costs and inadequately
reviewed the appraisals. Also, the lender
did not adequately document analyses of
borrowers’ credit. Further, the lender’s
processing had technical deficiencies.
Consequently, HUD and the borrowers
unnecessarily incurred increased risks
through higher insurance exposure and
higher mortgage payments as evidenced by
the borrowers defaulting on their
mortgages.

OIG recommended that HUD require
the lender to reimburse the insurance fund
almost $2 million for foreclosure losses
incurred on 19 loans, buy down 28 loans by
$320,000 for the amounts added to the loans,
and after the buydown, reamortize and
indemnify HUD for the more than $2.7
million remaining balance on these 28 loans.
In addition, OIG recommended that HUD
ensure the lender implements adequate
procedures to originate loans in accordance
with HUD requirements. (Audit Report:
2006-FW-1007)

HUD OIG audited Major Mortgage of
Cheyenne, WY, a lender. OIG selected
Major Mortgage because of its high rate of
late requests for endorsement. The objective
of the audit was to determine whether
Major Mortgage complied with HUD
requirements when submitting late requests
for endorsement.

Of the 1,814 late requests for
endorsement, 51 loans did not comply with
HUD requirements and, therefore, should
not have been endorsed. These loans
increased the risk to the FHA insurance fund
by $5.6 million and caused HUD to incur
related claims and losses.

OIG recommended that HUD take
appropriate administrative action against
Major Mortgage for not following HUD
requirements and placing the insurance
fund at unnecessary risk. At a minimum,
the actions taken should include requiring
Major Mortgage to indemnify improperly
submitted loans currently insured and
reimburse HUD for known and future losses
on foreclosed properties. (Audit Report:
2006-KC-1004)

HUD OIG audited Ryland Mortgage
Company’s loan origination activities for its
Tempe, AZ, branch office. OIG selected the
Ryland branch in response to a request from
HUD’s Santa Ana Homeownership Center
Quality Assurance Division. The objectives
were to determine whether Ryland acted in
a prudent manner and complied with HUD
regulations, procedures, and instructions in
its approval of FHA-insured mortgages and
whether it adequately implemented its
quality control plan.

Ryland did not comply with HUD
requirements and regulations in originating
23 of the 24 loans we reviewed. The 23 loans
totaling more than $3 million had multiple
origination deficiencies that should have
precluded their approval. In addition,
Ryland did not adequately implement its
quality control plan. As a result, HUD
remains at a risk of loss on 20 of the loans,
valued at $2.7 million, and incurred other
actual losses of more than $85,000.

OIG recommended that HUD take
appropriate administrative action against
Ryland by seeking recovery for 14 of the
loans totaling more than $85,000 in partial
claims, loan modification, special
forbearance, and inflated sales prices;
seeking indemnification of more than $2.7
million against future losses on 20 loans; and
requiring Ryland to reimburse a borrower
for $4,000 in unallowable fees. (Audit
Report: 2006-LA-1001)



HUD OIG audited United Mortgage
Corporation, Hauppauge, NY, a lender
approved under HUD'’s single-family direct
endorsement program. The objectives of the
audit were to determine whether United
Mortgage complied with HUD regulations
in the origination of FHA loans and
developed and implemented a quality
control plan that complied with HUD
requirements.

United Mortgage did not follow HUD
requirements in the approval of 13 loans
valued at more than $1.7 million, resulting
in an unnecessary risk to the FHA insurance
fund. It also did not follow HUD
requirements when evaluating borrowers
related to an additional seven loans
reviewed. As a result, mortgages
amounting to more than $1 million were
approved for unqualified borrowers,
causing HUD to assume an unnecessary
insurance risk.

OIG recommended that HUD require
United Mortgage to reimburse HUD for the
loss incurred from claims and fees paid on
one loan amounting to approximately
$155,000 and indemnify HUD for more than
$1.6 million against future losses on the 12
loans currently insured with material
underwriting deficiencies. OIG further
recommended that HUD require United
Mortgage to indemnify the seven active
loans valued at approximately $1 million if
HUD determines the loans should not have
been approved. (Audit Report: 2006-NY-
1001)

HUD OIG reviewed 65 FHA loans
sponsored by the St. Louis, MO, branch of
Matrix Financial Services Corporation to
determine whether Matrix properly
underwrote and closed the loans for
endorsement. OIG selected Matrix because
more than 18 percent of the loans closed in
2003 defaulted within 2 years.

OIG found that Matrix did not properly
underwrite 32 loans with original mortgage
amounts totaling nearly $3.3 million. In

addition, Matrix charged excessive,
unsupported, and/or unallowable closing
fees totaling almost $8,000 on 13 loans.

OIG recommended that HUD require
Matrix to reimburse losses for properties
that have defaulted and indemnify those not
defaulted on all improperly underwritten
loans. Also, HUD should require Matrix to
buy down the principal balance of the 13
loans not properly closed. (Audit Report:
2006-KC-1005)

HUD OIG audited US Bank NA of
Minneapolis, MN, a lender approved to
originate, underwrite, and submit insurance
endorsement requests under HUD’s single-
family direct endorsement program. OIG
selected US Bank for audit because of its
high late endorsement rate. The objectives
were to determine whether US Bank
complied with HUD’s regulations,
procedures, and instructions in the
submission of insurance endorsement
requests and in the underwriting of FHA
loans.

US Bank did not always comply with
HUD's requirements regarding late requests
for insurance endorsement. It improperly
submitted 67 (1.52 percent) late requests for
endorsement out of 4,406 loans tested. The
loans were either delinquent or otherwise
did not meet HUD's then requirement of six
monthly consecutive timely payments after
delinquency but before submission to HUD.
US Bank also incorrectly certified that both
the mortgage and escrow accounts for six
loans and the escrow accounts for taxes,
hazard insurance, and mortgage insurance
premiums for 14 loans were current.

Further, US Bank inappropriately
underwrote 13 loans out of 28 loans reviewed
that went to claim. Deficiencies included
unallowable amounts when determining the
debt for six streamline refinanced loans;
missing, outdated, or inadequate
documentation required to support
borrower income for seven purchase loans;
and understatement of the borrowers’



expenses for three loans. For the 13 loans
reviewed, US Bank incorrectly certified the
integrity of the data supplied by other
lenders used to determine the quality and
insurance eligibility of one loan and
incorrectly certified that due diligence was
used in underwriting the remaining 12
loans. These improperly submitted and
inappropriately underwritten loans
increased the risk to HUD’s FHA insurance
fund.

OIG recommended that HUD require
US Bank to indemnify HUD for any future
losses on 14 loans with a total mortgage
value of more than $1.5 million, reimburse
HUD nearly $455,000 for the actual losses it
incurred on 14 loans, and indemnify HUD
for any future losses from more than
$129,000 in claims paid on three loans once
the properties are sold. OIG further
recommended that HUD implement
adequate procedures and controls to
address the deficiencies cited in this report.
OIG also recommended that HUD take
appropriate action against US Bank for
violating the requirements in effect at the
time when it submitted 18 loans with a
mortgage value of more than $2 million
without the proper 6-month payment
histories. In addition, OIG recommended
that HUD determine legal sufficiency to
pursue remedies under the Program Fraud
Civil Remedies Act against US Bank and/or
its principals for the incorrect certifications
cited in this audit report. (Audit Report:
2006-CH-1008)

HUD OIG reviewed 45 FHA loans
underwritten by the Overland Park, KS,
branch office of First Magnus Financial
Corporation to determine whether First
Magnus followed HUD regulations in
underwriting the loans.

Of the 45 loans reviewed, 23 contained
material deficiencies that affected the
insurability of the loans. Material
deficiencies included unsupported income
and assets, questionable gift funds,
underreported liabilities, and questionable

employment and credit histories. As a
result, HUD’s insurance fund is at increased
risk in connection with loans totaling more
than $2.2 million.

OIG recommended that HUD take
appropriate administrative action against
First Magnus for not following HUD
requirements, including requiring First
Magnus to indemnify 21 loans with original
mortgage amounts of more than $2 million
and to indemnify HUD for future losses on
two properties not yet sold, for which HUD
paid claims totaling more than $221,000.
(Audit Report: 2006-KC-1002)

HUD OIG audited Huntington National
Bank of Columbus, OH, a lender approved
to originate, underwrite, and submit
insurance endorsement requests under
HUD'’s single-family direct endorsement
program. OIG selected Huntington for audit
because of its high late endorsement rate.
The objectives were to determine whether
Huntington complied with HUD'’s
regulations, procedures, and instructions in
the submission of insurance endorsement
requests and underwriting of FHA loans.

Huntington generally complied with
HUD’s requirements on late requests for
insurance endorsement; however, it
improperly submitted 20 late requests for
endorsement out of 761 loans tested. The
loans were either delinquent or otherwise
did not meet HUD's then requirement of six
monthly consecutive timely payments after
delinquency but before submission to HUD.
Huntington also incorrectly certified that all
payments due were made by the borrowers
before or within the month due for 12 loans.

Further, Huntington generally
complied with HUD’s underwriting
requirements. However, it underwrote two
FHA loans that later defaulted due to
overstated income, understated liabilities,
and a lack of valid compensating factors to
approve the two loans. Huntington also
charged excessive and/or unallowable fees
on five loans and incorrectly certified that



due diligence was used in underwriting 5
of the 32 loans reviewed.

OIG recommended that HUD require
Huntington to indemnify HUD for any
future losses on 14 loans improperly
submitted for endorsement with a total
mortgage value of more than $1.4 million
and take appropriate action against
Huntington for violating the requirements
on two loans with a mortgage value of nearly
$178,000. OIG also recommended that HUD
require Huntington to indemnify HUD for
any future losses on two defaulted loans
with a total mortgage value of more than
$228,000 that were inappropriately
underwritten, require Huntington to
reimburse the borrowers or HUD as
appropriate more than $1,300 in excessive
and/or unallowable fees charged on five
loans, and implement adequate procedures
and controls to address the deficiencies
cited. In addition, OIG recommended that
HUD pursue sanctions under the Program
Fraud Civil Remedies Act. (Audit Report:
2006-CH-1007)

HUD OIG audited Certified Home
Loans of Florida, Inc., in Miami, FL, a lender
approved by HUD to originate and
underwrite loans under HUD’s single-
family mortgage insurance program. OIG
selected Certified for review because of risk
factors associated with defaulted loans. The
audit objectives were to determine whether
Certified complied with HUD regulations,
procedures, and instructions in the
origination and underwriting of FHA-
insured single-family mortgages and
implemented its quality control plan as
required.

Certified did not follow HUD
requirements when underwriting 14 loans
totaling more than $1.8 million. It approved
the loans based on inaccurate employment,
income, and gift information and other
deficient and/or unverified documentation.
In addition, it did not fully implement its
quality control plan and did not conduct the
required number of quality control reviews.

Its quality control plan did not include all
required elements as prescribed by HUD.

OIG recommended that HUD require
Certified to indemnify HUD against future
losses on four loans totaling more than
$660,000 and to reimburse HUD for a loss of
more than $728,000 for claims paid for five
loans. OIG further recommended that HUD
take appropriate measures to ensure that
Certified conducts required quality control
reviews and its written quality control plan
complies with HUD requirements. Finally,
OIG recommended that HUD take
administrative action, as appropriate, up to
and including civil monetary penalties.
(Audit Report: 2006-AT-1003)

HUD OIG audited American Mortgage,
Inc., of Cherry Hill, NJ, a lender approved
to originate FHA single-family mortgage
loans, on the recommendation of HUD
officials because it had a high default rate.
The objectives were to determine whether
American complied with HUD regulations,
procedures, and instructions in the
origination of FHA loans and whether
American’s quality control plan, as
implemented, met HUD requirements.

For 15 of the 23 loans reviewed,
American did not exercise due diligence in
its review of assets and liabilities or resolve
inconsistencies in calculations, signatures,
and Social Security numbers. Further,
American could not locate three case files
and charged ineligible fees of more than
$4,500 on nine loans. In addition, American’s
quality control plan and the corresponding
contractor agreement for quality control
reviews did not contain requirements to
identify patterns of early defaults and
commonalities among loan origination
participants, and the contractor did not
perform required on-site branch reviews.

OIG recommended that HUD consider
administrative action against American,
including indemnification on 15 loans
valued at more than $1.6 million; require that
American refund ineligible fees; and require



American to develop written internal loan
origination procedures to more closely
monitor its loan origination process. OIG
also recommended that HUD require
American to revise its quality control plan
to include reviews for patterns and
commonalities among the loan origination
participants and ensure the contractor
performs on-site branch reviews. (Audit
Report: 2006-PH-1007)

HUD OIG audited the Plano, TX,
branch office of K Hovnanian American
Mortgage Company, LLC, because of its
high defaults, specifically defaults involving
loans with one specific underwriter and one
specific appraiser. The audit objectives were
to determine whether K Hovnanian
followed HUD origination requirements,
complied with HUD branch requirements
in its Plano office, and implemented a
quality control plan according to HUD
requirements.

K Hovnanian violated HUD
underwriting, branch, and quality control
requirements. As a result, it increased the
risk to the insurance fund for five
improperly underwritten loans with an
original loan amount of more than $1.3

million and overcharged borrowers more
than $31,000.

OIG recommended that HUD require
K Hovnanian to indemnify the five loans,
reimburse losses on the four loans that had
significant underwriting deficiencies, and
reimburse borrowers for unallowable
closing costs. OIG also recommended that
HUD require K Hovnanian to comply with
HUD’s quality control and branch
requirements. (Audit Report: 2006-FW-
1004)

HUD OIG audited the FHA loan
origination process of American Lending
Group in St. Peters, MO, because if its high
default rate. The objectives of the audit were
to determine whether American Lending
Group properly originated FHA loans,
properly submitted late requests for

endorsement, and implemented adequate
quality control procedures.

American Lending Group did not
properly originate eight loans, improperly
submitted one loan for late insurance
endorsement, and did not implement
adequate quality control procedures.

OIG recommended that HUD require
American Lending Group to indemnify
HUD for current and future losses due to
improperly originated and late endorsed
loans and implement changes to its quality
control procedures. (Audit Report: 2006-
KC-1007)

HUD OIG audited Allied Mortgage
Group of Bala Cynwyd, PA, a lender
approved to originate loans insured under
HUD'’s single-family mortgage program,
because its default rate was above the
national average. The audit objective was
to determine whether Allied complied with
HUD regulations, procedures, and
instructions in the origination of loans.

Of the 28 loans reviewed, Allied did not
tully comply with HUD requirements for 10
loans valued at $799,571. It did not exercise
due diligence in the review of assets and
liabilities, ensure all borrowers met the
minimum investment requirement, and
verify rental history. In addition, Allied
charged more than $1,200 for ineligible
commitment fees and overcharges for credit
reports on 11 loans. Further, Allied did not
establish and implement a quality control
plan in accordance with HUD regulations,
and the reviews performed by the contractor
hired by Allied did not address all HUD-
required elements.

OIG recommended that HUD require
Allied to indemnify seven loans totaling
almost $600,000 and reimburse HUD more
than $200,000 on three loans that went into
default, require Allied to develop internal
procedures to more closely monitor its
underwriting procedures, require Allied to
reimburse borrowers the balance of



approximately $1,000 that it erroneously
charged them, and require Allied to revise
and implement its quality control plan to
comply with HUD requirements. (Audit
Report: 2006-PH-1006)

HUD OIG audited the Allentown, PA,
branch of Homestead Funding Corporation,
a lender approved to originate mortgage
loans under HUD’s single-family direct
endorsement program. OIG selected
Homestead because of its high default rate,
and it was recommended by HUD. The
objective was to determine whether
Homestead complied with HUD'’s
regulations, procedures, and instructions in
the origination of loans.

Of the 11 loans OIG selected for review,
Homestead did not fully comply with
requirements for four of the loans valued at
more than $270,000. Homestead did not
exercise due diligence in the review of assets
and accepted faxed documents from
realtors. These deficiencies contributed to
an increased risk for HUD’s insurance fund.
In addition, Homestead did not complete its
quality control reviews in a timely manner.

OIG recommended that HUD require
Homestead to indemnify HUD on two loans
itissued contrary to HUD’s loan origination
procedures and on two loans that went into
default, causing HUD to pay a claim.
Further, OIG recommended that
Homestead develop internal procedures to
more closely monitor its underwriting
procedures and ensure that required quality
control reviews are completed within HUD’s
required timeframe. (Audit Report: 2006-
PH-1004)

HUD OIG audited the York, PA, and
Greenbelt, MD, branch offices of 1¢
Preference Mortgage Corporation, a lender
approved to originate single-family
mortgage loans. OIG selected these branch
offices because their average default rates
were above the States’ average default rates.
The audit objective was to determine

whether 1% Preference acted in a prudent
manner and complied with HUD
regulations, procedures, and instructions in
the origination of loans.

Of the loans selected for review, 1%t
Preference’s York, PA, and Greenbelt, MD,
branch offices did not originate 38 percent
of them in accordance with HUD’s loan
origination requirements. The branch
offices did not fully comply with HUD
requirements for six loans valued at
$561,506. 1%t Preference did not exercise due
diligence in the review of assets and gifts
obtained during the loan closing process.
These deficiencies contributed to an
increased risk to the FHA insurance fund.
In addition, 1** Preference did not complete
quality control reviews or site reviews of
its branch offices in a timely manner or
document the review of loans that went into
early default. As a result, 1 Preference did
not identify or correct problems with
accuracy, validity, and completeness of its
loan origination in a timely manner.

OIG recommended that HUD require 1*
Preference to indemnify HUD for
the loans that defaulted. OIG also
recommended that HUD require 1°
Preference to develop internal procedures to
more closely monitor its origination and
underwriting procedures and strengthen its
internal control procedures to ensure
reviews are completed in a timely manner
and reviews of the branch offices and
defaulted loans are documented. (Audit
Report: 2006-PH-1008)

HUD OIG reviewed 51 FHA loans
underwritten by First Magnus Financial
Corporation’s Denver, CO, branch office.
OIG selected First Magnus for audit because
of its high default rate. The objective was to
determine whether First Magnus followed
HUD requirements in underwriting the
loans.

Of the 51 loans reviewed, 32 required
full underwriting and 19 were streamline



refinances. Twelve of the fully underwritten
loans contained significant underwriting
deficiencies. OIG also found 21 files had
overinsured mortgages and unallowable
fees. Asaresult, First Magnus placed HUD’s
insurance fund at risk for more than $1.6
million by not properly underwriting 12
loans, overinsured mortgages in the amount
of approximately $10,000, and charged
unallowable fees totaling $1,611.

OIG recommended that HUD require
First Magnus to indemnify and/or
reimburse HUD for the potential and actual
losses on 11 remaining loans with significant
deficiencies, reimburse the appropriate
parties for the overinsured and unallowable
charges, and develop policies and
procedures to ensure adequate supervision
over its underwriting process. (Audit
Report: 2006-DE-1001)

Contractor Activities

In response to a request from the
Denver Homeownership Center’s Real
Estate Owned Division, HUD OIG audited
American Title Services, a contractor closing
sales of HUD homes in Denver, CO. The
objective was to determine whether
American Title complied with contract
terms for closing sales of HUD homes.

American Title did not disburse funds
on time or in correct amounts, improperly
commingled HUD funds with retail funds,
earned interest on closing funds, and did not
reimburse HUD for bank charges.
American Title’s improper handling of
closing funds increased HUD’s and
homebuyers’ risk of not meeting financial
obligations and homebuyers’ risk of not
receiving funds to which they were entitled.
However, American Title’s performance has
improved since HUD cut back its number
of closings in August 2005.

OIG recommended that HUD
require that American Title correct the
problems, improve controls, complete all
disbursements, and pay HUD more than
$4,000 in interest. (Audit Report: 2006-DE-
1002)



Investigations

During this reporting period, OIG
opened 115 investigation cases and closed
261 cases in the single-family housing
program area. Judicial action taken on
these cases during the period included
$144,355,458 in investigative recoveries, 255
indictments/informations, 111 convictions/
pleas/pretrial diversions, 288 arrests, 18
civil actions, 1 personnel action, and 85
administrative actions.

Chart 2.2: Single-Family Recov