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1. This Transm ts Handbook 2000.04 REV-2 CHG 1, Consoli dated
Audit CGuide for Audits of HUD Prograns.

2. Summary. Thi s handbook is a change to Handbook I G 2000. 04
REV- 2 dat ed August 25, 1997. A change was necessary to
reflect changes in financial reporting standards for HUD
Housi ng progranms. This Handbook serves as a reference to
i ndependent auditors of sel ected Housing and G nnie Me
prograns. The change affects chapters 1 through 4. The
remai ni ng chapters (5 through 8) are unaffected.

3. Significant Changes

a. Incorporates revised reporting standards and program
conpliance for Miultifam |y Housing.

b. darifies reporting requirenments for Title |
Nonsupervi sed Loan Correspondents.
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CHAPTER 1. GENERAL AUDI T GU DANCE

Purpose. This guide is to assist independent auditors (IAs)
in performng programspecific audits of participants in

sel ected Departnent of Housing and Urban Devel opnent (HUD)
Housi ng and G nnie Mae progranms. These audits nust be
performed in accordance with the standards for financi al
audits of the U S. General Accounting Ofice' s (GAO
Governnent Auditing Standards, issued by the Conptroller
CGeneral of the United States. The objectives of a HUD
programspecific audit are to assist the program managers in
HUD i n determ ning whet her the auditee has: (a) provided
financial data and reports that can be relied upon;

(b) internal control in place to provide reasonabl e
assurance that it is managi ng HUD prograns in conpliance

wi th applicable laws and regul ations; and (c) conplied with
the ternms and conditions of Federal awards and guar ant ees,
and thus expended Federal funds properly and with supporting
docunentation. This guide is effective for audits of fiscal
years ending March 31, 2002 and thereafter.

HUD program audit reports are a prinmary tool used by program
managers to neet their stewardship responsibilities in
overseei ng these HUD prograns and assuring the integrity of
the funds. Program managers nust act upon the areas of
nonconpl i ance and internal control weaknesses noted in these
reports. To be of value, these reports nust contain
adequate information to give reported nmatters perspective
and to allow the managers to take necessary corrective
action.

Use of this guide is mandatory for audits by 1 As of all for
profit HUD program participants. Audits of non-profit
participants are to be conducted in accordance with OB
Circular A-133 and rel ated gui dance.

This guide is divided into chapters. The first chapter

di scusses purpose, background, audit planning and ot her

consi derations and establishes certain requirenents for the
performance of the audit. The second chapter contains the
reporting requirenments. The remaining chapters of the guide
contain a conpliance supplenent for a particular HUD program
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(Chapter 3 has been reserved for future use). Each audit
shoul d be conducted in accordance with requirenents of
Chapters 1 and 2 and the applicable conpliance suppl enent
included in Chapters 4 through 8 of this guide.

Chapter 4 of this guide is reproduced in its entirety in the
Real Estate Assessnent Center’s (REAC) Summary of Financi al
Reporting and Audit Guidance for Multifamly Program

Partici pants and | ndependent Auditors. This sumary is
avai | abl e on HUD s website at

http://ww. hud. gov/ reac/ products/prodnf.htm . Auditors
should refer to that docunent for a detailed discussion on
HUD s el ectroni c subm ssion reporting requirenents for
multifam |y program participants (refer to 24 CFR Par 5,
Subpart H).

This guide is not intended to be a conpl ete manual of
procedures, nor is it intended to supplant the auditor's

j udgnment of audit work required. Suggested audit procedures
cont ai ned herein may not cover all circunstances or
conditions encountered in a particular audit. The auditor
shoul d use professional judgnent to tailor the procedures so
that the audit objectives may be achieved. However, al
appl i cabl e conpliance requirenents in this guide nust be
addressed by the auditor. |If the auditor desires techni cal
assi stance pertaining to HUD prograns, their regulations or
operations, the auditor should contact the particular HUD
Headquarters or Field programoffice listed in the
applicable chapter. A list of local and state offices is
avai l able on the Internet at http://ww. hud. gov.

Auditor Qualifications. An auditor nust neet the auditor
qgual i fications of Governnment Auditing Standards, including
the qualifications relating to i ndependence and conti nui ng
prof essi onal education. Additionally, the audit

organi zation is to neet the quality control standards of
Government Auditing Standards. Wile the Governnent

Audi ting Standards urge audit organizations to nmake their
external quality control review reports available to
appropriate oversight bodies, it is not necessary to submt
the report to either the HUD Field Ofice or the HUD) O G
unl ess requested to do so.
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1-2


http://www.hud.gov/reac/products/prodmf.html
http://www.hud.gov

2000. 04 REV-2 CHG 1

1-3

The standards on auditor qualifications in the Governnent
Audi ting Standards require that accountants and accounting
firms conply with the applicable provisions of the public
accountancy |laws and rules of the jurisdictions in which
they are licensed and where the audit is being conducted.

If the auditee is located in a State outside the hone State
of the auditor, and the auditor perforns substanti al
fieldwmork in the auditee's State, the auditor should
docunent hi s/ her conpliance with public accountancy | aws of
that State regarding licensing, in the audit working papers.
Thi s gui de does not inpose additional |icensing requirenents
beyond t hose established by the individual state board of
accountanci es (sonme states allow tenporary practice w thout
a license).

Refer to HUD Handbooks 4370.2 and 4470.1 regardi ng
addi tional requirenments placed on the 1A's relationship with
t he nortgagor and/or general contractor.

Audit Scope and Approach. The audit should be sufficiently
conprehensive in scope to permt an expression of an opinion
on the financial statenents and suppl enental data of the
HUD- assi sted activity.

The opinion should state whet her the basic financial
statenents present fairly, in all material respects, the
financial position of the auditee as of the date of the
financial statenments and the results of its operations and
its cash flows for the period then ended in conformty with
accounting principles generally accepted in the United
States of America. |In addition, the opinion should state
that the suppl emental data has been subjected to the audit
procedures applied in the audit of the basic financial
statenents and whether it is fairly stated in all materi al
respects in relation to the financial statenents taken as a
whol e.

The Governnent Auditing Standards require the A to consider
the auditee's internal control as part of planning and
performng the audit and report on internal control. The
audi tor should report on internal control in accordance with
Chapter 2 of the guide.
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Also, the TAis required to test and report on the auditee's
conpliance with applicable HUD | aws and regul ati ons

regardl ess of the anmount of Federal financial assistance.
The auditor's report on conpliance should include an opinion
on the auditee's conpliance with specific requirenents
applicable to each of its major prograns. Reporting

requi renents are discussed further in Chapter 2. Mjor
program nmeans an i ndi vi dual assistance programor a group of
prograns in a category of Federal financial assistance,

whi ch exceeds $300, 000 during the applicable year. A

proj ect, which has an outstanding HUD-i nsured or guaranteed
| oan bal ance exceedi ng $300, 000 as of the reporting date,
shal |l be considered a major program A nortgagee or |oan
correspondent, which originates and/or services an aggregate
of FHA-insured | oans exceedi ng $300, 000 during the period
under audit, is considered a major program In addition, a
Government National Mortgage Association (G nnie Mae) |ssuer
with a remai ning principal bal ance exceedi ng $300, 000 as of
the reporting date is considered a major program

For Projects/Lenders/|Issuers with HUD assisted activity of
$300, 000 or less for the period under audit (a non-nmgjor
program, the auditor nust also test and report on the
entity's conpliance with specific requirenments. The
auditor's report on conpliance is described in Chapter 2.

Government Auditing Standards require the reporting of al
mat eri al instances of nonconpliance and quantification in
terms of dollar value, if appropriate.

Matters Requiring | mmediate Action. The auditor should
specifically assess the risk of material m sstatenent of the
financial statenments due to fraud and shoul d consi der that
assessnent in designing the audit procedures to be
performed. In meking this assessnent, the auditor should
consider fraud risk factors contained in Al CPA SAS No. 82,
Consi deration of Fraud in a Financial Statenent Audit.

Normal Iy, an audit in accordance with generally accepted
audi ti ng standards does not include audit procedures
specifically designed to detect illegal acts. However,
procedures applied for the purpose of form ng an opinion on
the financial statenents may bring possible illegal acts to
the auditor's attention.
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| f the auditor becones aware of illegal acts or fraud that
have occurred or are likely to have occurred, the auditor
shoul d pronptly prepare a separate witten report and

i nclude all questioned costs. The auditor should submt
this report to the HUD District Inspector Ceneral for Audit
(DI GA), as the designated oversight official. A current
list of DIGAs is available on the Internet at
http://ww. hud. gov/ oi g/ oi gi ndex. ht M and in the Appendi X.

Pl anning the Audit. A letter of engagenent between the
auditee and the I A shall be prepared. The letter should
state that the audit is to be perforned in accordance with
general |y accepted auditing standards, the Governnent
Auditing Standards, and this audit guide. It should specify
that the scope of the audit and the contents of the
financial report neet the requirenents of this audit guide.
It should al so specify that the auditor is required to
provi de the Secretary of Housing and U ban Devel opnent, the
HUD | nspector Ceneral and the GAO or their representatives
access to working papers or other docunents to reviewthe
audit. Access to working papers by HUD and GAO
representatives includes nmaki ng necessary phot ocopi es.

Cenerally, the auditor should use professional judgnent to
determ ne the extent of testing necessary to support his/her
opinion on the auditee's financial statements and to report
on the auditee's conpliance with applicable | aws and

regul ations. Each of the applicable conpliance requirenents
contained in this guide nust be tested regardl ess of the
amount of Federal financial assistance. Were the auditor
decides not to performdetailed testing of a particul ar
conpliance requirenent, the reasons therefore nust be
appropriately expl ai ned and docunented in the working
papers.

Al material instances of nonconpliance identified by the
auditor nust be reported as a finding, even in those cases
where corrective action was taken by the auditee after the
audit period. For guidance, consult the particular program
chapter. The schedul e of findings and questi oned costs
(Chapter 2, Exanple F) nust include the foll ow ng
information for each finding, where applicable, as required
by the Government Auditing Standards: (a) the nunber of

12/ 01
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itens and dol |l ar value of the population; (b) the nunber of
items and the dollar value of the selected sanple; and

(c) the nunber of itenms and the dollar value of the

i nstances of nonconpl i ance.

The auditor is required to obtain witten representation
from managenent that includes nmatters concerning conpliance
with program | aws and regul ati ons that have a materi al
effect on the financial statenents and each HUD- assi sted
program

The auditor shall retain working papers and reports for a

m ni mum of three years fromthe date of the audit report,

unl ess the auditor is notified in witing by a HUD office or
the GAOto extend the retention period. Wen auditors are
aware that HUD or the auditee is contesting an audit
finding, the auditor shall contact the parties contesting
the audit finding for guidance prior to destruction of the
wor ki ng papers and report.

Consi deration of Internal Control and Conpliance. Overall
gui dance for the consideration of internal control, testing
and reporting requirenents for Federal financial assistance
prograns is provided in the Governnment Auditing Standards.

The Governnent Auditing Standards require that a sufficient
understanding of internal control be obtained to plan the
audit and to determ ne the nature, timng, and extent of
tests to be performed. In fulfilling the audit requirenent
relating to an understanding of internal control and
assessing the |evel of control risk, the auditor should
follow, at a m ninum the guidance contained in Al CPA SAS
No. 55, Consideration of the Internal Control Structure in a
Fi nancial Statenent Audit and SAS No. 78, Consideration of
Internal Control in a Financial Statenment Audit: An
Anendnent to SAS No. 55. In addition, when auditing HUD
prograns, the auditor should performtests of controls to
eval uate the effectiveness of the design and operation of
internal control in preventing or detecting nmateri al
nonconpl i ance with the requirenents of the HUD assi sted
prograns. The auditor should performthese procedures
regardl ess of whether the auditor assesses the internal
control risk below the maxi num The steps perforned and
concl usi ons reached should be clearly evidenced in the
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audi tor's working papers. The working papers should clearly
denonstrate the auditor's understandi ng and assessnent of
control risk related to internal control established for
HUD- assi sted activities. Tests may be omtted only in areas
when internal control is likely to be ineffective in
preventing or detecting nonconpliance, in which case a
reportable condition or material weakness shoul d be
reported.

Quality Control Review for Audit Reports. The HUD Ofice of
| nspector General (O G and the REAC have i npl enent ed
procedures for evaluating audits performed by non-Federal
auditors. As part of this evaluation of conpleted audits,

t he supporting audit working papers shall be made avail abl e
upon request by the OGor the REAC. To facilitate these
requests, the transmttal letter should include the nane,
firm address, and tel ephone nunber of the audit partner on

t he engagenent and the I A's Federal enployer |ID nunber.

Whenever an evaluation of an audit report or working papers
di scl oses i nadequacies, the I A may be asked to take
corrective action. |If HUD determ nes that the audit report
and wor ki ng papers are substandard or contain major

i nadequacies, it wll consider filing conplaints with the
cogni zant State Board of Accountancy and initiating action
to debar the practitioner fromfurther participation in
Federal prograns.

Corrective Action Plan. To assist the Departnment in

resol ving i nstances of nonconpliance and material weaknesses
ininternal control identified by the auditor, the auditee
is required to submt a corrective action plan with the
auditor's report on HUD assisted progranms. 1In the
corrective action plan, the auditee nust describe the
corrective action taken or planned in response to findings
identified by the auditor. |In addition, the auditee nust
comment on the status of corrective action taken on prior
findings. The corrective action plan is considered a
necessary part of the Project/Lender/Issuer's audit

requi renent. Additional guidance concerning the corrective
action plan is contained in Chapter 2 of this guide.

Fair Housing and Non-Di scrimnation. Wen performng
conpliance work in the fair housing and non-discrimnation

12/ 01
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area, the follow ng references should be used: HUD Handbook
8004.1, Consolidated Cvil Rights Monitoring Requirenents
for Section 8; 24 CFR Part 1 (Title VI of the Gvil Rights
Act, Anericans with Disabilities Act, and others) and Part 8
(Section 504 of the Rehabilitation Act)(both of which are
applicable to all HUD assisted housing); and 24 CFR Part

100, The Fair Housing Act (applicable to all housing in the
nation). The Fair Housing Act prohibits discrimnation
based on race, color, religion, national origin, sex,
famlial status or disability in all aspects of the sale or
rental of a dwelling (famlial status refers to famly
conposition, such as nunber and ages of children). The
prohi bitions extend to actions, which have disparate inpact
because of any of the prohibited bases.

12/ 01
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CHAPTER 2. REPORTI NG REQUI REMENTS AND SAMPLE REPORTS

Government Auditing Standards require that the auditor issue
the follow ng reports based on the audit of the financi al
statenents: a report on the financial statenments, a report
on conpliance with applicable |l aws and regul ati ons, and a
report on internal control. |In addition, there are
additional reports required to be issued in an audit
conducted in accordance with this audit guide. The audit
report should be issued to the auditee's governing body
and/or top official, as appropriate. The report cover
should clearly indicate the HUD assisted activities and
period(s) that were audited.

It is expected that the specific conpliance requirenents
identified in this guide will cover those |aws and

regul ations that, if not conplied with, could have a direct
and material effect on the financial statenments. |In such
cases, the conpliance reports (in Section C below) and
illustrated in this guide are the only reports necessary for
reporting on the auditee's conpliance with |aws and

regul ations. However, if the |A as part of the audit of
the financial statenents, considered |aws and regulations in
addition to those noted in this guide, for which
nonconpl i ance could have a direct and material effect on the
financial statenments, the auditor should also issue the
conpliance report in accordance with Governnent Auditing

St andar ds.

The follow ng reports are required to be submtted by the
audi t ee:

A. The auditor's report on the basic financial statenents
together with the auditor's report on acconpanyi ng
suppl emental information required by HUD, stating
whet her that supplenmental information is fairly stated
inall material respects in relation to the basic
financial statenents taken as a whole (Exanple A).

B. The auditor's conbined report on internal control as it
relates to both financial reporting and adm ni stering

the HUD assisted prograns. It nust identify any
reportabl e conditions and material weaknesses noted
(Exampl e B).
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C. Areport on conpliance with applicable |aws and
regul ations that may have a direct and material effect
on each HUD- assi sted program i ncl udi ng:

-- an opinion on conpliance with specific requirenents
applicable to nmaj or HUD assi sted prograns
(Exanple O

-- areport on conpliance with specific requirenents
applicable to non-mgj or HUD- assi sted prograns
(Exanmpl e D)

When perform ng tests of conpliance requirenments contai ned
in Chapter 4, the I A should report on fair housing and non-
di scrimnation. Were the HUD assisted activity is non-

maj or, fair housing reporting should be included in the
auditor's report on non-nmaj or HUD assisted prograns. \Were
the HUD assisted activity is major, the auditor's report on
specific requirenents applicable to fair housing should be
separate (Exanple E) fromthe auditor's opinion on
conpliance wth specific requirenents applicable to mjor
pr ogr amns.

The report on conpliance should also identify and include
all material instances of nonconpliance. The findings
shoul d include an identification of all material questioned

costs, as a result of nonconpliance. 1In addition, the
findings should contain adequate informati on necessary to
facilitate the audit resolution process, i.e. the nunber of

itens and dol |l ar value of the popul ation, the nunber of
itenms and the dollar value of the selected sanple, and the
nunber of itens and the dollar value of the instances of
nonconpl i ance (Exanple F). Nonmaterial instances of
nonconpl i ance shoul d be comunicated to the auditee in
accordance wth the Governnment Auditing Standards.

D. In the auditee’s comments on audit resolution matters,
the auditee should determine if significant findings
from previous HUD required annual audits, HUD-AO G
audi ts, HUD nmanagenent reviews, or REAC physi cal
i nspections have been corrected and di scl ose those which
remai n uncorrected at the time of the review
(Exanple G. The auditor is required to follow up on
prior audit findings, perform procedures to assess the
reasonabl eness of the comments on audit resolution
matters relating to HUD prograns prepared by the
auditee, and report, as a current-year audit finding,
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when the auditor concludes that the comments materially
m srepresent the status of any prior audit finding(s).

E. Any report fromthe auditors on illegal acts or fraud
t hat have occurred or are likely to have occurred,
including all questioned costs found as a result of
t hese acts that the auditors becone aware of, should be
covered in a separate witten report in accordance with
t he provisions of the Governnent Auditing Standards.
This report should be sent to the cognizant District
| nspector General for Audit(see Appendix for list of
District Inspectors General for Audit). Illegal acts
are to be reported on without regard to whether the
condition giving rise to the questioned costs has been
corrected or whether the auditee does or does not agree
with the finding and questioned costs.

F. A corrective action plan devel oped by the auditee,
wherein the auditee officials describe the corrective
action taken or planned in response to the findings
identified by the auditor. The plan should al so include
comments on the corrective action taken on prior
findings resulting fromIlA or relevant HUD-O G audits
and HUD programreviews (Exanple H).

Auditor's Reports. The following are illustrations of
reports on financial statements, on internal control, on
conpliance with specific requirenents and the auditee's
corrective action plan that may be issued in an audit in
accordance wth this guide. These reports are not nmeant to
be all-inclusive; auditors should exercise professional
judgnent in tailoring their reports to the circunstances of
i ndi vi dual audits.

Exanpl es:

A. Report on Audited Financial Statenents and Suppl enent al
| nf or mat i on.

Report on Internal Control

C. Opinion on Conpliance with Specific Requirenents
Applicable to Maj or HUD Prograns.

D. Report on Conpliance with Specific Requirenents
Appl i cabl e to Non-maj or HUD Program Transacti ons.
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E. Report on Conpliance wth Specific Requirenents
Applicable to Fair Housing and Non-Di scrim nation.

F. Schedul e of Findings and Questi oned Costs.

G Auditee's Conments on Audit Resolution Matters Relating
to HUD Prograns.

H Corrective Action Plan (An Auditee Responsibility).

12701
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EXAMPLE A

REPORT ON AUDI TED FI NANCI AL STATEMENTS AND SUPPLEMENTAL
| NFORVATI ON

| ndependent Auditor's Report

To the Partners
[the Entity]
Anytown, U. S A.:

We have audited the acconpanyi ng bal ance sheet of [the Entity] as
of Decenber 31, 20XX, and the related statenents of incone,
changes in partners’ capital and cash flows for the year then
ended. These financial statenments are the responsibility of the
[the Entity's] managenent. Qur responsibility is to express an
opi nion on these financial statenents based on our audit.

We conducted our audit in accordance with auditing standards
generally accepted in the United States of America and the
standards applicable to financial audits contained in Governnent
Audi ting Standards, issued by the Conptroller General of the
United States. Those standards require that we plan and perform
the audit to obtain reasonabl e assurance about whether the
financial statenents are free of material msstatenent. An audit
i ncl udes exam ning, on a test basis, evidence supporting the
anounts and disclosures in the financial statenments. An audit

al so includes assessing the accounting principles used and
significant estinmates made by nmanagenent, as well as eval uating
the overall financial statenent presentation. W believe that
our audit provides a reasonable basis for our opinion.

In our opinion, the financial statenents referred to above
present fairly, in all material respects, the financial position
of [the Entity] as of Decenber 31, 20XX, and the results of its
operations and its cash flows for the year then ended in
conformty with accounting principles generally accepted in the
United States of Anmerica.

I n accordance with Governnent Auditing Standards, we have al so

i ssued our report(s) dated [date of report] on our consideration
of [the Entity's] internal control and on our tests of its
conpliance with certain provisions of |aws, regulations,
contracts, and grants. Those reports are an integral part of the
audit perforned in accordance with Governnent Auditing Standards
and should be read in conjunction with this report in considering
the results of our audit.
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The acconpanyi ng suppl enental information (shown on pages XX- XX)
is presented for the purposes of additional analysis and is not a
required part of the basic financial statenents of [the Entity].
Such informati on has been subjected to the auditing procedures
applied in the audit of the basic financial statenents and, in
our opinion, is fairly stated, in all material respects, in
relation to the financial statements taken as a whol e.

CPA and Conpany
Certified Public Accountants

Anyt own, U. S A
[ Dat e]

12/ 01
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EXAMPLE B

| NDEPENDENT AUDI TOR' S REPORT ON | NTERNAL CONTROL ( COVBI NED REPORT
APPLI CABLE TO | NTERNAL CONTROL OVER FI NANCI AL REPCRTI NG BASED ON
AN AUDI T OF FI NANCI AL STATEMENTS AND | NTERNAL CONTROL OVER

COVPLI ANCE FOR HUD- ASSI STED PROGRAMS- - REPORTABLE CONDI TI ONS WERE
NOTED- - NO MATERI AL WEAKNESSES)

To the Partners
[the Entity}
Anytown, U. S A.:

We have audited the financial statenents of [the Entity] as of
and for the year ended Decenber 31, 20XX, and have issued our
report thereon dated [Date]. W have also audited [the Entity's]
conpliance with requirenents applicable to HUD assi sted prograns
and have issued our reports thereon dated [Date].

We conducted our audits in accordance wth auditing standards
generally accepted in the United States of America and the
standards applicable to financial audits contained in Governnent
Audi ting Standards, issued by the Conptroller General of the
United States and the Consolidated Audit Guide for Audits of HUD
Prograns (the "Quide"), issued by the U S. Departnment of Housing
and Urban Devel opnent, O fice of the Inspector General. Those
standards and the Guide require that we plan and performthe
audits to obtain reasonabl e assurance about whether the financi al
statenents are free of material m sstatenent and about whet her
[the Entity] conplied with |laws and regul ati ons, nonconpli ance
with which would be material to a HUD assi sted program

The managenent of [the Entity] is responsible for establishing
and mai ntaining effective internal control. In planning and
perform ng our audit of the financial statenments, we considered
[the Entity’s] internal control over financial reporting and its
internal control over conpliance with requirenents that would
have a direct and material effect on a HUD assisted programin
order to determi ne our auditing procedures for the purpose of
expressing our opinions on the financial statenents and on
conpliance and not to provide assurance on the internal control
over financial reporting and the internal control over
conpl i ance.

We noted certain matters involving internal control and its
operation that we consider to be reportable conditions.
Reportabl e conditions involve matters comng to our attention
relating to significant deficiencies in the design or operation
of internal control that, in our judgnment, could adversely affect
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[the Entity's] ability to record, process, summarize, and report
financial data consistent with the assertions of managenent in
the financial statenments or its ability to adm nister HUD

assi sted prograns in accordance with applicable |Iaws and
regul ati ons.

[ 1 ncl ude paragraphs to describe the reportable conditions noted.]

A material weakness is a condition in which the design or
operation of one or nore of the internal control conponents does
not reduce to a relatively lowlevel the risk that m sstatenents
that would be material in relation to the financial statenents
bei ng audited or that nonconpliance with applicable requirenments
of laws and regul ations that would be material in relation to a
HUD- assi st ed program nmay occur and not be detected within a
timely period by enployees in the normal course of performng

t heir assigned functions.

Qur consideration of internal control would not necessarily
disclose all matters in internal control that mght be reportable
condi tions and, accordingly, would not necessarily disclose al
reportable conditions that are al so considered to be nmateri al
weaknesses as defined above. However, we believe none of the
reportabl e conditions described above is a material weakness.

This report is intended solely for the information and of the
audit commttee, managenent, and the Departnent of Housing and
Ur ban Devel opnent and is not intended to be and should not be
used by anyone other than these specified parties.

CPA and Conpany

Certified Public Accountants
Anytown, U. S A
[ Dat €]
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EXAMPLE C

| NDEPENDENT AUDI TOR' S REPORT ON COWMPLI ANCE W TH SPECI FI C
REQUI REMENTS APPLI CABLE TO MAJOR HUD PROGRAMS

To the Partners
[the Entity]
Anytown, U. S A.:

We have audited the conpliance of [the Entity] wth the specific
program requirements governing [list those requirenments tested]
that are applicable to each of its nmajor HUD assi sted prograns,
for the year ended Decenber 31, 20XX. Conpliance with those
requirenents is the responsibility of [the Entity’ s] nmanagenent.
Qur responsibility is to express an opinion on [the Entity’s]
conpliance based on our audit.

We conducted our audit of conpliance in accordance with auditing
standards generally accepted in the United States of Anerica, the
standards applicable to financial audits contained in Governnent
Audi ting Standards, issued by the Conptroller General of the
United States, and the Consolidated Audit Guide for Audits of HUD
Prograns (the "Quide") issued by the U S. Departnent of Housing
and Urban Devel opnent, O fice of the Inspector General. Those
standards and the Guide require that we plan and performthe
audit to obtain reasonabl e assurance about whether nonconpliance
with the requirenents referred to above that could have a direct
and material effect on a major HUD assisted programoccurred. An
audit includes exam ning, on a test basis, evidence about [the
Entity's] conpliance wth those requirenments and perform ng such
ot her procedures as we consi dered necessary in the circunstances.
We believe that our audit provides a reasonable basis for our
opinion. Qur audit does not provide a |egal determ nation of
[the Entity's] conpliance with those requirenents.

In our opinion, the [Entity] conplied, in all material respects,
with the requirenents referred to above that are applicable to
each of its major HUD assisted prograns for the year ended
Decenber 31, 20XX
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This report is intended solely for the information of the audit
commttee, managenent, and the Departnent of Housing and U ban
Devel opnent and is not intended to be and shoul d not be used by
anyone ot her than these specified parti es.

CPA and Conpany
Certified Public Accountants

Anytown, U. S A
[ Dat €]
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EXAMPLE D

| NDEPENDENT AUDI TOR' S REPORT ON COWMPLI ANCE W TH SPECI FI C REQUI RE-
MENTS APPLI CABLE TO NON- MAJOR HUD PROGRAM TRANSACTI ONS

To the Partners
[the Entity]
Anytown, U. S A.:

We have audited the financial statenents of [the Entity] as of
and for the year ended Decenber 31, 20XX, and have issued our
report thereon dated [Date of report].

In connection with that audit and with our consideration of [the
Entity's] internal control used to adm nister HUD programns, as
requi red by the Consolidated Audit Guide for Audits of HUD
Prograns (the "Quide") issued by the U S. Departnent of Housing
and Urban Devel oprment, O fice of the Inspector General, we

sel ected certain transactions applicable to certain non-ngjor
HUD- assi sted prograns for the year ended Decenber 31, 20XX

As required by the Guide, we performed auditing procedures to
test conpliance with the requirenents governing [list those
requirenents tested] that are applicable to those transactions.
Qur procedures were substantially |less in scope than an audit,

t he objective of which is the expression of an opinion on [the
Entity's] conpliance with these requirenents. Accordingly, we do
not express such an opi nion.

The results of our tests disclosed no instances of nonconpliance
that are required to be reported herein under the Cuide.

This report is intended solely for the information of the audit
comm ttee, managenent, and the Departnent of Housing and Urban
Devel opnent and is not intended to be and shoul d not be used by
anyone ot her than these specified parties.

CPA and Conpany
Certified Public Accountants

Anytown, U. S A
[ Dat €]
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EXAMPLE E

| NDEPENDENT AUDI TOR' S REPORT ON COMPLI ANCE W TH SPECI FI C
REQUI REMENTS APPLI CABLE TO FAI R HOUSI NG AND NON- DI SCRI M NATI ON

To the Partners
[the Entity]
Anyt own, USA

We have applied procedures to test [the Entity's] conpliance with
Fai r Housing and Non-Di scrimnation requirenments applicable to
its HUD assisted progranms, for the year ended Decenber 31, 20XX

Qur procedures were limted to the applicable conpliance

requi renent described in the Consolidated Audit Guide for Audits
of HUD Prograns issued by the U S. Departnent of Housing and
Urban Devel opnent, O fice of the Inspector General. CQur
procedures were substantially less in scope than an audit, the
obj ective of which would be the expression of an opinion on [the
Entity's] conpliance wth the Fair Housing and Non-Di scrimnation
requi renents. Accordingly, we do not express such an opinion.

The results of our tests disclosed no instances of nonconpliance
that are required to be reported herein under the Cuide.

This report is intended solely for the informati on and use of the
audit commttee, managenent, and the Departnent of Housi ng and

Ur ban Devel opnent and is not intended to be and should not be
used by anyone ot her than these specified parti es.

CPA and Conpany
Certified Public Accountants

Anytown, U. S A
[ Dat €]
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EXAMPLE F

SCHEDULE OF FI NDI NGS AND QUESTI ONED COSTS
(Shoul d be Attached to Auditor's Report on Conpli ance)

When the auditor identifies a finding, this schedule nmust include
the followi ng information for each finding, where applicable:

(a) the size and correspondi ng doll ar val ue of the popul ation,

(b) the size and dollar value of the sanple tested, and (c) the
size and dollar value of the instances of nonconpliance.

The Governnent Auditing Standards state that well-devel oped
findings generally consist of the follow ng attri butes:

-- Statenent of condition - the nature of the deficiencies,
e.g., a reqgulation not being followed, a control procedure
not followed or one which is inadequate.

-- Criteria - what the auditee should be doing, e.g. the
specific regulation, a prudent nmanagenent practice, or an
internal control procedure.

-- Ef fect - what happened as a result of the condition; this
shoul d be nonetized in all possible instances and descri bed
as thoroughly as possible.

-- Cause - why the condition exists, e.g. the auditee was
unaware of the regulation or internal control was not a high
priority of the auditee.

-- Reconmendati on - what the auditee should do to correct the
condition, normally addresses the cause e.g. devel op
procedures to inplenent regulation or follow established
pr ocedur es.

The auditor should attenpt to identify the condition, criteria,
effect, and cause to provide sufficient information to HUD
officials to permt tinmely and proper corrective action. These
findings may al so serve as a basis for HUD to conduct additional
work. In addition, as part of the finding, the auditor is
required to make a recomrendation for corrective action to the
auditee. As part of this report, the auditor is required to

i nclude the auditee's summary coments on the findings and
recommendations in the report. |In addition, the auditee is
responsi bl e for devel oping a separate corrective action plan (see
Exanpl e H) based on the auditor's findings and reconmendati ons
and including the plan when submtting the auditor's report. |If
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corrective action is not necessary, a statenment by the auditor
describing the reason it is not should acconpany the audit
report.
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EXAMPLE G

AUDI TEE' S COMVENTS ON AUDI T RESOLUTI ON MATTERS RELATI NG TO HUD
PROGRAMS

The Omner has not taken corrective action on findings fromprior
audit report, nunber and title:

Finding No. 1 - The required docunentation with regard to
eligibility was not obtained for tenants
recei ving rent suppl enents.

St at us - The owner has not obtained the required docunentation
fromthird-party sources nor has the owner reinbursed
the appropriate prograns. The anount of the rent
suppl ements received for these tenants for the prior
audi t period was $15, 350.

Finding No. 2 -

Status -

Co-- This includes all prior audits, programreview reports and
state agency reports.

C - The auditor may rely on managenent's representation as to
t he conpl eteness of reports submtted during the audit
period. The auditor does not have to independently
confirmthe conpl eteness of audit and other reports
recei ved by managenent.
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EXAMPLE H

CORRECTI VE ACTI ON PLAN

Nane
Audi t
Audi t

The f

and Nunber of Project

or/Audit Firm
Peri od
ollowing is a recommended format to be foll owed by auditees

for submtting a corrective action plan:
Section | - Internal Control Review
A. Comment s on Fi ndi ngs and Recommendati ons

The auditee should provide a statenment of concurrence or
nonconcurrence with the findings and recormmendations. |If
the auditee does not agree with a finding, specific

i nformation should be provided by the auditee to support its
position. If the information is volum nous, an appendi x may
be attached to the subm ssion.

Acti ons Taken or Pl anned

The auditee should detail actions taken or planned to
correct deficiencies identified in the report. Appropriate
docunent ati on should be submtted for actions taken. For

pl anned actions, auditees should provide projected dates for
conpl etion of major tasks. O ficials responsible for

conpl eting the proposed actions should also be identified.

| f the auditee believes a corrective action is not required,
a statement describing the reasons shoul d be incl uded.

Status of Corrective Actions on Prior Findings

The auditee nmust comment on all prior findings whether or
not corrective action has been conpleted. The auditee
shoul d provide a report on the status of corrective actions
taken on prior findings that remain open. An update should
be included on dates for conpletion of major tasks and
responsi ble officials for any actions not conpleted. In
addi ti on, docunentation should be submtted for any actions
t he audi tee consi ders conpl et ed.

12/ 01
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Section Il - Conpliance Review

A Comments on Fi ndi ngs and Reconmendati ons
(See Section I. A above.)

B. Actions Taken or Pl anned

(See Section I. B.)

C. Status of Corrective Actions on Prior Findings

(See Section 1. C)
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CHAPTER 3. [RESERVED]
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4-2

CHAPTER 4. HUD Multifam |y Housing Prograns

Background. This chapter contains HUD s requirenments for
conducting annual financial audits of entities participating
in profit notivated and limted distribution nultifamly
housi ng prograrns.

Separately, practitioners with non-profit clients who
participate in FHA HUD prograns covered by the Single Audit
Act shoul d conduct financial audits in accordance with OVB
Crcular A-133 and the associ ated conpliance suppl enent.

Reporting Requirenents. The Regul atory Agreenent incident to
the insured nortgage requires the annual subm ssion of

audi ted financial statenents prepared in accordance with the
requi renents of the Secretary, within 90 days after the end
of the fiscal year. 1In addition to the basic financial
statenents of the housing project, the auditor is required
to submt a report on the consideration of internal controls
and a report on conpliance with specific requirenents as
wel | as suppl enental data reports. These statenents nust be
certified to be accurate by the nortgagor, when the project
is owmed by an individual. It should be certified by two
general partners, when the project is owned by a partnership
or by two officers, when owned by a corporation. Wen

ci rcunst ances prohibit the ideal nunber of partners’ or
officers’ certifying signatures, explanatory information
shoul d be provided with the audit report. These statenents
nmust al so be certified to by the CEO of the managenent

agent, where applicable. The report shall include the

Enpl oyer Identification Nunber assigned by the IRS. This
nunber nust be entered bel ow the partner or corporate
signatures. The report should include the foll ow ng basic
financial statenents plus supplenental data prepared in
accordance with REAC instructions.

The auditors’ role is to conduct and report the results of
their audit in accordance with generally accepted auditing
st andards (GAAS) and generally accepted governnent auditing
standards (GAGAS). It is the owner’s responsibility to file
an accurate electronic submssion with HUD s Real Estate
Assessnent Center. In that regard, the |Independent Auditor
shal | :

A.  Issue an | ndependent Auditors’ Report (refer to Chapter
2, Exanple A) on the ownership entity’ s basic financial
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statenments. This report should cover the foll ow ng
i temns:

Bal ance Sheet

St at enent of | ncone

St at ement of Changes in Partner’s Capital'’

St at enent of Cash Fl ows

Foot notes to the basic financial statenents,
i ncl udi ng descriptions of accounting policies.

B. Issue an |Independent Auditors’ Report (refer to Chapter
2, Exanple A) on the supplenental information. This
report may be added to the auditors’ report on the basic
financi al statenents or may appear separately in the
audi tor-subm tted docunent”.

C. Issue the additional reports described in
Chapter 2.

4-3 Conpliance Requirenents and Audit Areas

A Federal Financial Reports

1. Conpliance Requirenent. Projects participating in
HUD- assi sted activities are required to ensure that
financial status reports contain reliable financial
data and are presented in accordance with the terns
of applicabl e agreenents between the entity and HUD.
The individual agreenents contain the specific
reporting requirenents that the entity is to follow

2. Suggested Audit Procedures

a. ldentify all required financial reports by
inquiry of the owner/manager.

b. Obtain an understanding of the auditee's
procedures for preparing and review ng the
financial reports.

' or similarly titled report based on the type of participating

ownership entity. For example, i1f a Limited Liability Company
owns the property, a Statement of Changes in Members’ Equity
should be opined upon.

* Refer to AICPA Professional Standards, Volume 1, U.S. Auditing

Standards, AU §551.06 e.
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B. Fai r

Sel ect a sanple of financial reports, other than
t hose which are included in the audited
financial statenents, and determ ne that the
reports selected are prepared in accordance with
HUD i nstructi ons.

For the sanple, trace significant data to
supporting docunentation, i.e. worksheets,
| edgers, etc. Report all material differences
bet ween financial reports and project records.

Revi ew si gnificant adjustnments nade to the
general | edger accounts affecting HUD assi sted
activity and evaluate for propriety.

For a Section 236 Interest Reduction Paynent
Subsidy project, obtain a sanple of the Monthly
Reports of Excess Incone for the period under
audit and test the accuracy. Reconcile any

di fferences. Report any delinquent unremtted
excess incone of the project as of the end of
the period under audit as a finding. Determ ne
if the owner has approval to retain excess
income. |If the owner is under a repaynent plan
for delinquent excess incone, determ ne
conpliance with the plan.

Housi ng and Non-Di scrim nati on

1

Conpl i ance Requirenent. Mnagenent and owners are

prohi bited fromdiscrimnatory practices in
accepting applications, renting units and
designating units or sections of a project for
renting to prohibited bases of the "Fair Housing
Act" and according to the Regul atory Agreenent.

Suggest ed Audit Procedures

a.

otain a copy of the owner's approved
Affirmative Fair Housing Marketing Plan, if
applicable to the project.

I nquire of the owner/manager as to policies and
procedures relating to: marketing of the units;
processi ng, approving and rejecting
applications, including determ ning that
applicants are processed and selected in

12/ 01
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appropriate order; and providing reasonabl e
accomodation to applicants and tenants with
disabilities in accordance with the requirenents
of applicable federal civil rights |aws.

Test whet her procedures were placed in operation
as established by managenent through inquiry and
exam nation of docunentary evidence.

Revi ew a sanpl e of correspondence files for
applications rejected, including docunented
reasons for valid rejections, or tenants evicted
and | egal invoices for any evidence of
l[itigation or potential litigation related to
discrimnatory rental practices.

Determ ne that the HUD approved Equal Housing
Qpportunity | ogo, slogan or statenment is
di spl ayed in marketing materi al s.

C. Mbrt gage St at us

1

Conpli ance Requirenent. Omers shall pronptly make

al |

paynents due under the note and nortgage

(Regul atory Agreenent).

Suggest ed Audit Procedures

a.

Read the nortgage note, nortgage (or deed of
trust), and associated | oan anortization
schedule to determne the ternms and conditions
of those agreenents. (btain an understandi ng of
the owner's procedures for assuring pronpt
paynent of the nortgage

obtain or prepare a schedule of the client’s
nort gage and escrow paynents and withdrawl s for
the reporting period. The schedule should

i ncl ude the anobunt, by escrow item and date
each itemwas paid or disbursed.

Verify that the nonthly nortgage and escrow
paynents were nade.

Confirm the outstanding | oan bal ance and annua
escrow account activity with the | oan servicer
as of the client’s fiscal year end. Determ ne

12/ 01
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I f paynment on the notes are current at the
reporting entity's fiscal year end. (Note: the
audi tor shoul d use alternative procedures to
satisfy this requirenent if the auditor

consi ders the confirmati on process unreliable or
i mpractical.)

If the project is operating under an agreenent,
(nortgage nodification agreenment, workout
agreenent, forbearance agreenent, use agreenent,
etc.) test whether the owner is conplying with
the ternms and conditions.

D. Repl acenent Reserve

1. Conpliance Requirenent. Owners of profit notivated

and imted distribution properties shal
establish a reserve for replacenent account and
make deposits in accordance with HUD

requi renents. Disbursenents from such fund may
be made only after receiving witten consent
from HUD. (Source — HUD Regul atory Agreeenent)

2. Suggested Audit Procedures

a.

bt ai n an understandi ng of the project owner's

procedures, including the Regul atory Agreenent

(and any anmendnents or other witten agreenents
with HUD) for establishnment and mai nt enance of

the fund and for nmaki ng approved di sbursenents

fromthe reserve fund.

Determ ne that the reserve fund has been
established in a federally insured depository
approved by the nortgagee, interest was retained
in the account and test whether the conditions
were nmet for the funds not federally insured for
t he peri od.

Usi ng the schedul e prepared for the nortgage
status conpliance requirenent, verify the
reserve for replacenent account activity for the
reporting period for conpliance with the
client’s Regul atory Agreenent.

12/ 01
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E. Resi dual

Verify that deposits were nade into the
repl acenent reserve.

Trace di sbursements fromthe reserve for

repl acenent to the associated HUD approval form
and canceled invoices. Trace to the client’s
general |edger, nonthly (or annual) nortgage
statenent (s) and the schedul e prepared above.
Determne if sanpl ed di sbursenents were

aut hori zed by HUD and used for the purpose

aut hori zed by HUD

Confirm the account bal ance and annual reserve
for replacenent account activity with the |oan
servicer as of the client’s fiscal year end.
(Note: the auditor should use alternative
procedures to satisfy this requirenent if the
audi tor considers the confirmation process
unreliable or inpractical.)

Recei pts

1. Conpl i ance Requi r enent. Omers of limted

di stribution properties shall establish a

resi dual receipts account and nmake deposits into
t he account in accordance with HUD requirenents.
Di sbursenments from such fund may be made only
after receiving witten consent from HUD (source
— HUD Regul atory Agreenent).

2. Suggested Audit Procedures

a.

Read the client’s Regul atory Agreenent (and any
anendnents) to determne the client’s

requi renents for making deposits into the
residual receipts fund. Normally, program
participants are required to deposit “surplus
cash” into the account within 60 days after the
end of each fiscal year

Determ ne that the prior year’s anount required
to be deposited to the residual receipts fund
was cal cul ated correctly and deposited within 60
days of the close of the fiscal year.

Usi ng the schedul e prepared for the nortgage
status conpliance requirenent, verify the

12/ 01
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F

resi dual receipts account activity for the
reporting period for conpliance with the
client’s Regul atory Agreenent.

d. Verify that deposits were nade into the residua
recei pts account.

e. Trace disbursenents fromthe residual receipts
account to the associ ated HUD approval form and
cancel ed invoices. Trace to the client’s
general |edger, nonthly (or annual) nortgage
statenent (s) and the schedul e prepared above.
Determ ne if disbursenents were authorized by
HUD and used for the purpose intended.

f. Confirmthe account bal ance and annual resi dual
recei pts account activity with the [ oan servicer
as of the client’s fiscal year end. (Note: the
audi tor shoul d use alternative procedures to
satisfy this requirenent if the auditor
consi ders the confirmati on process unreliable or
i mpractical .

g. Test whether established procedures for deposit
of cash receipts into a federally insured bank
are being foll owed through inquiry and
exam nation of docunentary evidence.

Distributions to Owmers

1

Conpl i ance Requirenent. Omers of profit notivated
and limted distribution properties are not all owed
to make, or receive and retain any distribution of
assets or any incone of any kind of the project
except surplus cash. Surplus cash distributions can
only be made as of and after the end of a sem annual
or annual fiscal period. Surplus cash distribution
cannot be nmade when the owner is in default under
any of the terns of the Regul atory Agreenent or
under the note or nortgage. The allowable
distribution for limted distribution owners is
further restricted to a percentage of the owner’s
initial equity investnment as described in the
Regul at ory Agreenent or subsequent HUD approved

agr eenent s.
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Suggest ed Audit Procedures

a. Read the client’s Regulatory Agreenent (and any
anendnments or associ ated docunents) to determ ne
the client’s requirenents for receiving
di stri butions.

b. [Inquire of managenent about the existence of any
notices of default under any of the ternms of the
Regul at ory Agreenent and read any noti ces.

c. Inquire of managenent about the paynent of
di stributions during the reporting period.
Conduct foll ow up or corroboration of
managenent’ s responses as consi dered necessary.

d. Read the m nutes of Partner neetings held during
the reporting period for evidence of any
di scussi ons about distributions.

e. Scan cash di sbursenents for evidence of paynents
made to the project owners. Trace paynents and
determine if they are all owabl e under the terns
of the Regul atory Agreenent.

f. If applicable, determ ne that surplus cash
conmput ati ons were prepared in accordance with
HUD criteria.

G Tenant Application, Eligibility, and Recertification

1

Conpli ance Requirenent. Omers who participate in
HUD s rent subsidy prograns are responsible for
accepting applications, correctly calculating the
tenant’s contribution toward rent and utilities and
correctly cal cul ating any subsidy. They are al so
responsi ble for determning initial tenant
eligibility, annual recertification of tenant
eligibility, and rectifying inproper or inaccurate
tenant information.

Suggest ed Audit Procedures

a. Conpare the client's procedures for accepting
applications, determning initial eligibility,
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total tenant paynent, and reexam nation of
eligibility with the provisions in HUD
Handbook 4350. 3.

Review a sanple of tenant files to determ ne
that applications are conplete, signed by the
applicant, that tenants nmet the eligibility
requi renents pertaining to their subsidized unit
for annual incone, and fam |y conposition, that
t he tenant paynment was cal cul ated correctly and
that the famly income was reexam ned on an
annual basis. Include in the sanple sonme of the
ol dest and sonme of the nost recently admtted

t enants.

Revi ew a sanple of tenant files for evidence of
whet her the owner noted any inproper or

i naccurate information while determ ning tenant
eligibility or during tenant recertification.
|f so, determ ne that the owner followed the
gui dance in HUD Handbook 4350.3 pertaining to
over paynent of a subsidy and followup to
suspected fraud.

Review a sanple of tenant files to determ ne
that the tenant file contains the foll ow ng
docunents as foll ows:

(1) Application

(2) Required verifications of social security
nunbers, disability status, waiting |ist
preferences, incone and all owances for
adj usted i ncone

(3) Leasel/lLease addenda in the formas required
by HUD

(4) Certification and recertification forns
(For m HUD- 50059)

(5) Move-In and Move-Qut inspections
(6) Conputation of tenant’s contribution toward

rent and utilities and the subsidized
portion of the tenant’s nonthly rent
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Test Section 8 rents to ensure that those rents
do not exceed the fair market rents.

Conpare the amount cl ained per the HAP billing
to the supporting docunentation in the tenant
files.

Verify the mat hemati cal accuracy of the billing,
i ncludi ng the accuracy of the total nunber of
units on the bill.

H. Managenment Functi ons

1

Conpl i ance Requirenent. The owner is responsible for

perform ng managenent functions or contracting with
a managenent agent to provide project nanagenent.

The owner or the owner’s agent must be approved by
HUD to manage a project and nmust certify that they

wi |

adhere to HUD s project managenent

regul ati ons.

Suggest ed Audit Procedures

a.

Determ ne that the owner's designated managenent
agent has obtained a fidelity bond in an anount
at | east equal to two nonths potenti al
collections. \Were an agent has multiple
projects, the coverage nmust be at |east equal to
two nonths of the highest potential collections.
Al'l principals of the managenent entity and al
persons who participate directly or indirectly

i n the managenent and nai nt enance of the project
and its assets, accounts and records nust be
cover ed.

Test workorders and conplaints for tinely
foll omup and adherence to managenent’s
pr ocedur es.

Test managenent’ s procedures for ensuring that
units neet applicable housing quality standards.

| nqui re whet her managenent has conducted routine
unit and general property inspections, and if
findings were identified, whether corrective
action was taken (HUD Form 9834 Part A. 4).

12/ 01
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| nqui re of managenent about any fees charged to
the project for property managenent services.

Al so i nquire about whether there has been a
change in the project’s property nmanagenent
agent. Conduct follow up or corroboration of
managenent’ s responses as consi dered necessary.

Read a copy of the owner’s |atest HUD approved
managenent certification (form HUD 9839a, b, or
C. as appropriate). Determne if HUD has
approved the current managenent agent.

Revi ew t he managenent certification to determ ne
if the owner has disclosed the existence of an
identity of interest (item12).

Revi ew t he Managenment Entity Profile for
di scl osure of identity of interest conpanies.

Revi ew t he mai nt enance contracts and vendor
invoices for identity of interest rel ationships
wi th the owner/agent and agent/service
contractor.

Test a sanple of paynents, including those nade
to identity of interest relationship for
services, supplies, etc., to determne that the
anounts do not exceed the anounts ordinarily
paid for such services and supplies.

Cbtain fromclient or prepare a schedul e

anal yzing the fees charged to the project for
managenent services. Trace the anpunts on the
schedule to the client’s general | edger.

Conmpare the schedul e created above to form HUD
9839. Determne if the managenent fees charged
exceeds the HUD approved anount.

Determ ne there i s conprehensive genera
liability coverage on industry standard form in
an anmount required by the project’s nortgage and
HUD i s naned as an additional payee in the event
of | oss.
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Unaut hori zed Change of Oanershi p/ Acqui sition of
Liabilities

1. Conpliance Requirenents. Oaners of profit notivated
and limted distribution properties shall not,
Wi thout the prior witten consent of HUD, convey,
transfer, or encunber any of the nortgaged
property, or permt the conveyance, transfer of
encunbrance of such property (Source — HUD
Regul at ory Agreenent).

2. Suggest ed Audit Procedures

a. lnquire of managenent about the existence of any
agreenents to sell or encunber any of the
nort gaged property and read any agreenents.

b. Confirmall naterial debt agreenments listed on
the client’s bal ance sheet. Review
confirmations to determne if a change of
owner ship has occurred, or if any of the
nort gaged property was encunbered wi t hout HUD
approval .

c. Reviewthe results of the audit procedures
applied to specific accounts or other genera
procedures to identify the existence of any
unaut hori zed conveyance, transfer, or
encunbrance of any of the nortgaged property.

d. Read the mnutes of Partner neetings held during
the reporting period for evidence of any
unaut hori zed conveyance, transfer, or
encunbrance of any of the nortgaged property.

J. Unauthorized Loans of Project Funds

1. Conpl i ance Requirenents. Owners of profit
notivated and limted distribution properties shal
not, without the prior witten consent of HUD
assign, transfer, dispose of, or encunber any
personal property of the project, including rents,
or pay out any funds except from surplus cash,
except for reasonabl e operating expenses and
necessary repairs (Source — HUD Regul at ory
Agr eenent .
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2. Suggested Audit Procedures

a. Inquire of managenent about the existence of any
agreenents to assign, transfer, dispose of, or
encunber any of the personal property of the
project, including rents and read any agreenents.

b. Review the results of the audit procedures
applied to specific accounts or other genera
procedures to identify the existence of any
unaut hori zed transacti ons.

c. Read the mnutes of Partner neetings held during
the reporting period. Highlight discussions of
any unaut hori zed agreenents to assign, transfer,
di spose of, or encunber any of the personal
property of the project.

K. Unaut hori zed Transfer of Beneficial |nterest

1. Conpliance Requirenents. Owners of profit notivatd
and limted distribution properties shall not,
W thout the prior witten consent of HUD, convey,
assign, or transfer any beneficial interest in any
trust holding title to the property, or the interest
of any general partner in a partnership owning the
property, or any right to manage or receive the
rents and profits fromthe nortgaged property
(Source — HUD Regul atory Agreenent).

2. Suggested Audit Procedures

a. Inquire of managenent about the existence of any
agreenents to convey, assign, or transfer any
beneficial interest.’

b. Review the results of the audit procedures
applied to specific accounts or other general
procedures to identify the existence of any
unaut hori zed conveyance, assignnent, or transfer
of any beneficial interest of any of the owners.

c. Read the m nutes of Partner neetings held during
the reporting period for evidence of discussions

° Beneficial interest is generally the right to profits from an

estate or property, wthout owning the estate or property.
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of any unaut hori zed conveyance, assignnent or
transfer of any beneficial interest of any of the
owners.

L. El ectroni ¢ Subm ssion Verification

1

Conpli ance Requirenents. Owners of profit
notivated and limted distribution properties are
required to submt electronically to HUD audited
financial information in accordance with GAAP and
HUD requi renents (Source — HUD Regul at ory Agreenent
and 24 CFR Part 5, Subpart H)

2. Suggested Audit Procedure
Conpare the client’s FASS subni ssion fromthe | ast
reporting period to the Annual Financial Report
prepared for the sane period. Identify any
material m sstatenents or omi ssion fromthe data
el ectronically submtted to HUD s REAC

M Excess | ncone

1. Conpliance Requirenents. Owners of limted
di stribution properties wth nortgages insured
under Section 236 of the National Housing Act mnust
obtain prior authorization fromHUD before
retai ning Excess I ncome and use Excess | nconme only
for HUD aut horized purposes.

2. Suggested Audit Procedures

a. Inquire of managenent about the existence of a
|l etter of permission or denial fromHUD with
respect to Excess Incone. |If the owner has
received a letter fromHUD permtting or denying
the retention of Excess Incone, obtain and read
a copy of that correspondence fromthe
property’s nmanagenent.

b. Select a sanple of the HUD forns HUD 93104,
Mont hly Report of Excess Incone filed by the
client, covering the period under audit.
Determine if the reports selected were prepared
I n accordance with HUD instructions.

12/ 01
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For the sanple, determine if the client retained
Excess Incone or remtted the anount coll ected
to HUD in accordance with HUD instructions.
Trace anmobunts retained back to the client’s
supporting records.

| f Excess Incone was retained by the client,
determne if:

e HUD approved if the anount retained

e The anount retained was used for authorized
pur poses as enunerated in Housing Notices
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CHAPTER 5. | NSURED DEVELOPMENT COST CERTI FI CATI ON AUDI T GUI DANCE

5-1

5-2

5-3

Program Cbjectives . Miltifamly insured | oans are an

integral part of HUD s housi ng program which has the

obj ecti ves of providing decent, safe, affordable and
sanitary housing for | ow and noderate-inconme famli es.
Through the insured multifamly project |oan program HJD

i nsures nortgage repaynents, thereby reducing investor risk
and encouraging the availability of a noney supply for the
housing market. For the insured | oan program the project
is ordinarily HUD s only source for |oss recovery in the
event of a foreclosure. Therefore, it is essential that
collateral value is commensurate with the insurance risk

Program Procedures . The cost certification is the basis for
HUD s determ nation of the maxi numi nsurabl e nortgage which
IS necessary before the project nay proceed to final
endorsenent, a critical factor to multifamly projects.

Ef fective dates for the determ nation of actual costs are
usual ly the date of the final project inspection report
showi ng final conpletion and the nortgagor's cost
certification cut-off date. The HUD Field Ofice Manager
has the option to set an earlier date to halt the
unnecessary accunul ati on of certain costs. A reasonable
tine is set for submssion of the cost certification which
must be in the Field Ofice 30 days before fina

endor senent / cl osi ng.

HUD expects conpleted certifications, fully docunmented and
in the prescribed format to be submtted by the nortgagor.
If an identity of interest exists between the nortgagor and
the contractor, or if a cost plus type construction contract
was used, the contractor is also required to submt a cost
certification. Simlarly, if an identity of interest exists
bet ween a subcontractor, materials supplier, or an equi prment
| essor, then a cost certification nust be submtted.

Addi tional support for any cost itens questioned by HID is
expected within 15 days of the request. Extended delays in
the cost certification process which postpone final

endor senent can cause substantial harmto the project's
viability and eventual success.

Ref erence Material . The I A should obtain and becone
famliar with the foll ow ng HUD Handbooks. |If not avail able
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fromthe owner, they may be obtained fromthe | ocal HUID
Field Ofice.

HUD Handbook No. Title

4470. 2 Cost Certification Quide for Mrtgagors
and Contractors of HJUD | nsured
Miltifamly Projects

4571.1 REV-2 Section 202 Direct Loan Program for
Housi ng for the H derly and/ or
Handi capped

4571. 5 Supportive Housing for Elderly -
Condi tional Coonmtnent - Final dosing

4470.1 REV-2 Mrtgage Oredit Analysis For Project
Mor t gage | nsurance (Section 207)

4450.1 REV-1 Cost Estimati on For Project Mrtgage
| nsur ance

Reporting Requirenents . The Mortgagor's Certificate of
Actual Cost (Form HUD-92330) in a formprescri bed by HUID
shall be submtted after the cost certification cut-off
date. Form HUD 92330 is submtted upon conpletion of the
physi cal inprovenents to the satisfaction of HUD and before
endorsenent. The certificate shall show the actual cost to
the nortgagor after deduction of any kickbacks, rebates,
trade discounts or other simlar paynments to the nortgagor,
or officers, stockholders, or partners.

24 CFR 207.27, 885.425 and 885. 825 requi re nortgagors/
borrowers to submt Certificates of Actual Cost before final
endor senent of the insured | oans or disbursenent of |oan
proceeds or capital advances for the project. Mrtgagors
and contractors are required to determne costs in
accordance w th HUD Handbook 4470.1 REV-2, Mrtgage Oedit
Anal ysis for Project Mrtgage Insurance, and with the Cost
Certification Quide for Mrtgagor and Contractors of

HUD- I nsured Multifamly Projects--HJD Handbook 4470.2. HJD
Handbook 4470.2 contains the requirenent for who anong the
nortgagor, general contractor, subcontractors, and suppliers
nmust provide cost certifications and gui dance on eligible
costs, necessary financial statenents which nust acconpany
the Certificate of Actual Cost, and details concerning the
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Form HUD- 92330 (nortgagor) and Form HUD- 92330- A
(contractor).

Each Form HUD- 92330 and For m HUD- 92330- A nust be acconpani ed
by the auditor's report on the certification of actual cost.
The 1A is also required to report on the acconpanying

bal ance sheet and operating statenent, the consideration of
the nortgagor's internal control structure and the
nortgagor's conpliance with specific requirenents. The
period covered by the operating statenment is fromthe

begi nning of marketing and rent-up activities to the cut-off
date. The Form HUD 92330 shoul d be supported by the
information contained in the required financial statenents.
The Certificate of Actual Cost, auditor's reports and
required financial statenents should be submtted to the
applicable HID Field Ofice. An illustrative report on cost
certification is provided in the final section of this

Chapt er.

For cost certifications due fromcontractors (HJUD 92330-A),
the auditor need only submt the Contractor's Certificate of
Actual Cost and his/her report thereon. No other financial
statenents or reports are necessary, nor is this Certificate
subject to an audit in accordance with the Gover nnment

Audi ting Standards.

Conpl i ance Requirenents and Audit Area

A Federal Financial Reports

1. Conpliance Requirenent . Projects participating in
HUD- assi sted activities are required to ensure that
financial status reports contain reliable financial
data and are presented in accordance with the terns
of applicable agreenents between the entity and HUD.
The individual agreenments contain the specific
reporting requirenments that the entity is to foll ow

2. Suggest ed Audit Procedures

a. ldentify all required financial reports by
inquiry of the owner/nanager.

b. btain an understanding of the auditee's
procedures for preparing and review ng the
financial reports.
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B

C

Sel ect a sanple of financial reports, other than
t hose which are included in the audited
financial statenments, and determne that the
reports selected are prepared in accordance with
HUD i nstructi ons.

For the sanple, trace significant data to
supporting docunentation, i.e. worksheets,
| edgers, etc. Report all material differences
bet ween financial reports and project records.

Revi ew significant adjustnments nade to the
general |edger accounts affecting HJUD assi sted
activity and evaluate for propriety.

Accounti ng System .

1

2.

Conpliance Requirenent . Mrtgagors and contractors

involved in projects that are to receive HJUDinsured
| oans have agreed to naintain adequate records for

t he purpose of determning the eligible costs

associ ated with the projects (HUD Handbook 4470. 2,
Chapter 3).

Suggest ed Audit Procedures

a.

(ot ai n an under st andi ng of the nortgagor's and
contractor's, accounting systemfor identifying
actual costs associated with a given project.
Test the systemto determne that it identifies
the costs to be reported on the Form HUD 92330
on an individual project basis.

Revi ew For m HUD- 92330 for conpl et eness and
support by the accounting records.

Trace significant data from Form HUD 92330 to
supporting docunentation, ie. worksheets,

| edgers, etc. Report all material differences
bet ween the anounts reported on the
Form HUD- 92330 and the supporting docunents.

Qut-Of Timng and Hiqgibility of Costs

1

Conpliance Requirenent . As a general rule, only the

costs which have been or will be paid in cash within
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45 days after the date of final endorsenent or
closing, or which are escrowed with the nortgagee
are eligible for inclusion on the nortgagor's or
contractor's Certificates of Actual Cost.

For projects with insured nortgages, the nortgagor
determnes the cost cut-off date for the actual cost
of interest, taxes, and nortgage insurance prem um
This date nay, at the earliest, be the sane date as
the final conpletion date, and at the latest, be a
date 60 days after the final conpletion date or at
the nortgagor's option, any date in between. The
date chosen as the cut-off date and the date to

whi ch the operating statenent and bal ance sheet are
conput ed nust be the sane.

The final conpletion date is the date on which the
HUD representative signs the final HJD
Representative's Trip Report, Form HUD 5379, show ng
substantial conpletion. This formnust be properly
endorsed by the Field Chief Architect.

HUD notifies the nortgagor/borrower, the genera
contractor and the nortgagee of the date of
conpletion in witing. This date becones the basis
for establishing the cut-off date for insured
projects, direct |oan projects and capital advance
proj ects (HUD Handbook 4470.2, Chapter 1).

Eligible costs are those costs of the project
construction and certain fees actually paid in cash
or such costs that will be paid in cash wthin

45 days of final endorsenent. HJUD Handbooks 4470.1
REV-2, 4450.1 REV and 4470.2, Chapter 2, contain
information on allowabl e costs to be reported on
Form HUD- 92330 and the ways in which costs are to be
adjusted for itens considered to be a recovery of
costs.

Suggest ed Audit Procedures

a. Reviewthe trip report Form HUD- 5379 or simlar
notification to determne the final conpletion
dat e.

b. Based on the conpletion date, the
nor t gagor/ borrower determnes the project's
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cut-off date for tine sensitive expenses, such
as interest, taxes and nortgage and property

i nsurance premuns. Review these cost/charges
to determne that none were incurred after the
cut-of f date.

c. Reviewthe other anmounts cl ai ned on
Form HUD- 92330 to determ ne that the clains
represent those expenses paid in cash or
expected to be paid in cash within 45 days after
final closing. Al amounts clained should be
net of any adjustnments or recoveries of costs.

D. ldentity of Interest

1. Conpliance Requirenent . HUD Handbooks 4430.1 REV-1
4470.1 REV-2 and 4470.2, Chapter 3, describe several
situations which constitute an identity of interest
involving a nortgagor, a contractor, a
subcontractor, or a materials supplier. Were an
identity of interest exists the contractor nust also
submt a Certificate of Actual Cost or the party
involved in the identity of interest is required to
submt additional docunentation as required by
4470.2 Chapter 3. The contractor is also required
to submt a Certificate of Actual Cost if a cost
pl us construction contract was used.

2. Suggest ed Audit Procedures

a. Review nortgagor and project records such as
contracts and vendor invoices to determne if an
identity of interest exists between any of the
parties involved in the project, fromnortgagors
to contractors, suppliers and equi pnent | essors.

b. Were an identity of interest exists, determne
that the additional reporting requirenments of
HUD Handbook 4470.2 have been net.
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Illustrative Report

Report of | ndependent Certified Public Accountants

To the Partners
Sanpl e Conpany

VW have audited the Mortgagor's Certificate of Actual Costs
(Form HUD-92330), through April 30, 1997, pertaining to the
devel opnment of the Sanpl e Conpany, Project No. XXX-XXXXX,
the statenent of assets, liabilities and project equity, as
of April 30, 1997 and the results of project operations for
the period from August 28, 1995 (date of comrencenent of
marketing and rent-up activities, etc.) through April 30,
1997. These financial statenments are the responsibility of
the Partnership's Managenent. Qur responsibility is to
express an opinion on these financial statenents based on
our audit.

W conducted our audit in accordance with generally accepted
auditing standards and Governnent Auditing Standards. Those
standards require that we plan and performthe audit to

obt ai n reasonabl e assurance about whether the financi al
statenents are free of material msstatenment. An audit

i ncl udes examning, on a test basis, evidence supporting the
amounts and disclosures in the financial statenents. An
audit al so includes assessing the accounting principles used
and significant estimates nade by nanagenent, as well as
eval uating the overall financial statenment presentation. W
believe that our audit provides a reasonabl e basis for our
opi ni on.

As described in Note 1, the Certificate of Actual Cost and
the Project's financial statenents have been prepared on the
basi s of accounting and reporting practices prescribed by

t he Departnent of Housing and W ban Devel opnent (HUD).

These prescribed practices are a conprehensi ve basis of
accounting other than generally accepted accounting
principles. Furthernore, the acconpanying financi al
statenents represent the financial statenments of the

project. This report is intended solely for filing with HJID
and is not intended for any other purpose.
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In our opinion, the Mortgagor's Certificate of Actual Cost
and the financial statenents referred to above, present
fairly the actual costs of the Sanpl e Conpany, through

April 30, 1997, the assets, liabilities and project equity,
as of April 30, 1997, and the results of project operations
for the period from August 28, 1995 (date of commencenent of
marketing and rent-up activities, etc.) through April 30,
1997, on the basis of accounting described in Note 1.

I n accordance with Government Auditing Standards , we have
al so issued a report dated [date of report] on our
consideration of [the Entity's] internal controls and a
report dated [date of report] on its conpliance with | ans
and regqgul ati ons.

Certified Public Accountant

[date of audit]
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SAMPLE COVPANY
PROJIECT NO  XXX- XXXXX

NOTES TO FI NANCI AL STATEMENTS

Summary of Significant Accounting Policies

Basi s of Presentation

The financial statenents have been prepared in conformty
with the accounting and reporting standards prescribed by
the U S. Departnent of Housing and U ban Devel opnment (HUD)
in the Audit Quide for Auditing Devel opnent Costs of
HUD- I nsured Miltifamly Projects. These standards differ
in some respects fromgenerally accepted accounting
principles, and the financial statenents reflect the
foll owi ng additi onal HUD accounting and reporting
princi pl es:

a. Costs are to be excl usi ve of kickbacks, rebates or
trade di scounts.

b. Fi nancing charges are [imted to the | esser of anounts
actually paid, or anounts approved by HUD, on the
Mortgagee's Certificate. For this project, the
financi ng charges are the anounts actual ly pai d.

c. The statenent of rental operations reflects the rental
activity and operating expenses of the Project from
August 28, 1995. The statenent does not include
depreciation and anortizati on expenses and certain
ot her expenses which are not incidental to the rental
operation of the Project.

d. Project equity represents the difference between the
funds received by the Project from Sanpl e Conpany, and
the costs incurred to devel op the Project, and the
income fromthe Project. Furthernore, Partnership
(non-project) obligations are classified as project
equity. Accordingly, Project equity is not intended to
reflect the equity of the Partnership and the financial
statenents are not intended to represent those of the
Par t ner shi p.
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1 ---

SAMPLE COVPANY
PROJIECT NO  XXX- XXXXX

NOTES TO FI NANCI AL STATEMENTS

Summary of Significant Accounting Policies

O gani zati on

Sanpl e Conpany is a limted partnership organi zed under the
laws of the State of [State of Project], for the purpose of
devel opi ng and operating the Sanpl e Conpany, a 203-unit
project located in [location of Project]. The Partnership
w |l operate under the provisions of Section 221(d)(4) of
the National Housing Act, w th nortgage insurance provided
by the Federal Housing Admnistration (FHA) of the
Department of Housi ng and W ban Devel oprent .

The responsibility for managenent of the affairs of the
Part nershi p, and the ongoi ng nmanagenent of the Sanpl e
Conpany is vested with the general partners. Conpensation
for such services is as determned in the nanagenent
agreenent between the partners.
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CHAPTER 6. G NNI E MAE | SSUERS OF MORTGAGE- BACKED SECURI Tl ES

6-1

6-2

AUDI T GUI DANCE

Program (bj ective . The Governnent National Mrtgage
Associ ation, also known as d@nnie Mae, is a wholly-owned
Covernnent corporation. Qeated by Congress in 1968, G nnie
Mae's mssion is to support expanded, affordable housing in
Anerica by providing an efficient governnent-guaranteed
secondary market vehicle linking the global capital markets
with the federal housing nmarket. It does this by
facilitating secondary market activities for packaged
residential nortgages. Through its well known

nor t gage- backed securities (MBS) and mnulticl ass prograns,

A nnie Mae creates a vehicle for channeling funds fromthe
securities nmarkets into the nortgage market and hel ps to

i ncrease the supply of credit available for housing.

Program Procedures . The parties involved in the MBS program
are Gnnie Mae, the securities issuer, the securities

deal er, the investor, a custodian of nortgage docunents, a
nortgage servicer (often the issuer) and perhaps a transfer
agent. (Once approved by G nnie Mae, the issuer of the

nor t gage- backed securities is responsible for acquiring
eligible nortgages, creating a pool of nortgages to be held
by a custodian, issuing the securities backed by a pool of
nortgages, arranging for the marketing of the securities,
servicing the nortgages in the pool, admnistering the
securities outstanding and naking the full and tinely
paynent of all anounts due to the investors. The issuer is
responsi ble for using its own resources to cover shortfalls
in amounts due to investors that result from nortgage

del i nquenci es or foreclosures.

For each pool or |oan package of nortgages and acconpanyi ng
i ssue of securities, there can be only one issuer. Wile
the issuer is responsible for servicing the pool or |oan
package of nortgages, the servicing may be carried out on
behal f of the issuer, by another servicer (referred to as a
subcontract servicer), which nust also be a G nnie

Mae- approved issuer. The issuer is responsible for and
fully liable for the satisfactory performance of any work
performed by a subcontract servicer. Al activities of any
subcontract servicer nust be covered by a contractua
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agreenent between the issuer and the subcontract servicer,
and approved by G nnie Me.

The issuer may not delegate or transfer to others its
obligations to: (a) nmake nonthly paynments to investors;

(b) submt required nonthly reports to G nnie Mae;, © nake
the paynment of the guarantee fee to G nnie Mae; (d) w thdraw
nort gage docunents fromthe docunent custodi an; and

(e) maintain the Register of Certificate Hol ders (HJUD
Handbooks 5500.1 and 5500. 2).

6-3 Reference Material . dGnnie Mae programregul ations are
contained in 24 CFR Part 300 through 395. HUD Handbooks for
A nnie Mae are as foll ows:

HUD Handbook No. Title

5500.1, Rev. 6 Governnent National Mrtgage Associ ation
Mor t gage- Backed Securities Quide for the
A nnie Mae | Program

5500. 2 Governnent National Mrtgage Associ ation
nor t gage- Backed Securities Quide for the
A nnie Mae Il Program

The issuer should have a copy of the appropriate guide(s).
I nformation on the nost recent issuances of the gui des may
be obtained fromd nnie Mae at (202) 401-8794. Current
gui des are also available on the Internet at

WAWW. gi nni enae. gov.

6-4 Reporting Requirenents . @Gnnie Mae issuers of MBS,
i ncl udi ng those G nni e Mae-approved i ssuers who are
inactive, are required to submt the follow ng financi al
statenents, reports and suppl enental information on an
annual basi s:

Type of Report Reference in 1 G 2000.4 REV-1
Financial Statenents

and Qpi ni on Chapter 2, Section 2-1
Internal Controls Chapter 2, Section 2-1

Conpl i ance with Specific
Requi renent s Chapter 2, Section 2-1

8/ 97
6-2



2000. 04 REV-2

Suppl enental | nformation:

| ssuer's Adj usted Chapter 6, Section 6-5
Net Wrth

Parent's Adjusted Chapter 6, Section 6-4
Net Wrth

(if appropriate)

| nsurance Requi r enent Chapter 6, Section 6-5
Corrective Action Pl an Chapter 1, Section 1-9

(i f appropriate)

A Audited Financial Statenents . |Issuers are required to
submt audited annual financial statenents which include
a bal ance sheet, statenment of operations, cash flow
statenent, notes to the financial statenents, and
suppl enental schedul es as stipulated in Chapter 2 of
this guide. The financial docunents are to be submtted
to Gnnie Mae's Review Agent using the
Transmttal /Checklist presented in Attachnent F.

B. QGher Reports . In addition to the financial statenents,
all issuers nust submt a report on internal controls,
and a report on conpliance wth specific requirenents.

A sanpl e report on consideration of internal controls
and report of conpliance with specific requirenments are
included in Chapter 2.

The conputation of the issuer's and issuer's parent

adj usted net worth and conputation of issuer's insurance
requirenents are to be reported on suppl ement a

schedules to the basis financial statements. The
conputation of the issuer's and issuer's parent adjusted
net worth is designed to elimnate those assets

consi dered unacceptable by Gnnie Mae. Note that the
adj usted net worth conputation for the issuer's parent
is only required when the issuer's parent presents a
consolidated financial statenent along with
consol i dati ng schedul es that reflect the financial
condition of the issuer and the issuer nmakes up | ess
than 40 percent of the parent's equity. The required
format for presenting this analysis is provided in
Attachrment B for the issuer and Attachnent C for the
issuer's parent. The required format for presenting the
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anal ysis of the issuer's insurance is presented in
Attachnment D

A nni e Mae requires submssion of audited financia
statenents exclusively of the issuer. However, G nnie
Mae will accept alternative financial statenents (i.e.
not exclusively of the issuer) if certain conditions are
net as stated bel ow

1. For issuers that nake up 40 percent or nore of the
equity of its parent, Gnnie Mae wll accept
consolidated financial statements of the issuer's
parent provided: the consolidating schedul es, which
di stingui sh the bal ance sheet and operating
statenment of the G nnie Mae issuer are included wth
the parent's audit. The consolidating schedul es
must be subjected to the auditing procedures applied
to the consolidated statenent of the parent.

2. For an issuer whose equity is |less than 40 percent
of the equity of its parent, G nnie Mae w |l accept
consolidated financial statenents of the issuer's
parent provided the conditions in item(1l) above are
nmet and the issuer's parent enters into a Corporate
Quar antee Agreenent (Agreenent) with A nnie Mae to
guarantee the performance of the issuer. The parent
must neet the terns and conditions of the Agreenent
for the issuer to remain in good standing with
d nni e Mae.

Furthernore, the issuer is required to submt with
its parent's consolidated audited financi al
statenents, an adjusted net worth calculation on the
parent. The parent's net worth, after adjustnents
for unacceptable assets, is required to be at | east
110 percent (120 percent for issuers approved to

i ssue nmanufactured housing or multifamly pools) of
the required net worth of the Issuer. The parent's
audi ted financial statement and adj usted net worth
cal cul ati ons nust be audited by the parent's auditor
in accordance with this Audit Quide. The parent

nmust al so denonstrate in its adjusted net worth
calculation that it neets the above 110 percent (120
percent for issuer approved to issue nanufactured
housing or multifamly pools) requirenent.
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The required format for presenting the "Presentation
of Adjusted Net Worth Cal cul ation for Issuer's
Parent" is provided in Attachment C of this Chapter.

3. For issuers that are federally or state-regul ated
institutions, such as those under the supervision of
Federal Deposit Insurance Corporation, Ofice of the
Conptroller of the Qurrency, and Ofice of Thrift
Supervision, @Gnnie Mae wll accept audited
financial statements on the issuer's parent, as |ong
as the issuer nakes up 90 percent or nore of the
parent's equity and there is no nore than one bank
hol di ng conpany covered in the audit.

In addition to the audited financial statenent of
the issuer's parent, the issuer nust submt its
unaudi ted regul atory report (Call report, OIS Report
or 10K).

Al though G nnie Mae may accept alternative audited
financial statenments, all other required reports
(internal controls, conpliance with specific

requi renents, adjusted net worth cal cul ation,

i nsurance requirement) nust be prepared by the | A
exclusively for the issuer.

A sanpl e auditor's report on the consolidating
bal ance sheet and operating statement is included as
Attachrment E to this Chapter.

Subm ssion of Reports . Two copies of the audited
financial statenments and auditor's reports shoul d be
submtted by the issuer, independent of whether the

i ssuer had securities or commtnent authority
outstandi ng. Reports nust be submtted w thin 90 days
of the end of the issuer's fiscal year to Gnnie Mae's
Revi ew Agent. The Review Agent's address nmay be
obtained fromthe address |ist "Addresses" found in HUD
Handbooks 5500. 1 and/or 5500. 2.

Si ngl e Audi t or Appr oach

In many instances it may be to the advantage of the
custodi an, the issuer, or both to engage an 1A to
conduct a review of the nortgage docunents held by a
particul ar custodian for several issuers rather than to
have each issuer require that a different | A review that
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part of the custodial docunents pertaining to each
issuer's pools. The single auditor approach al so nay
sol ve practical problens associated with travel when the
i ssuer, custodian, and | As are not | ocated near each

ot her, thus reducing the cost of conpliance while
assuring necessary audit coverage.

To determne if the single auditor approach is practica
in a given situation, the I A and issuer shoul d contact

t he custodian(s) holding the issuer's pool |oan
docunents to determne the extent of the custodian's
activities with other issuers. Arrangenents then may be
reached as to the nost effective approach to conducting
the review of custodial docunments. Under the single
audi tor approach, the custodian will arrange with an I A
to review docunents relating to each of the respective
issuer's pools. Separate reports then will be prepared
by the I A for each issuer's pools.

The singl e auditor approach or the review of custodi al
docunents by the issuer's | A are both acceptabl e nmet hods
in conpleting the Custodial Review section of the audit
gui de.

6-5 Conpliance Requirenents and Suggested Audit Procedures

Federal Financial Reports

1. Conpliance Requirenent . |Issuers participating in
HUD- assi sted activities are required to ensure that
financial status reports contain reliable financial
data and are presented in accordance with the terns
of applicable agreenents between the entity and HUD.
The individual agreenments contain the specific
reporting requirenments that the entity is to foll ow

2. Suggest ed Audit Procedures

a. ldentify all required financial reports by
inquiry of the issuer.

b. btain an understanding of the auditee's
procedures for preparing and review ng the
financial reports.

c. Select a sanple of financial reports, other than
t hose which are included in the audited
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financial statenments, and determne that the
reports selected are prepared in accordance with
HUD i nstructi ons.

d. For the sanple, trace significant data to
supporting docunentation, i.e. worksheets,
| edgers, etc. Report all material differences
bet ween financial reports and issuer records.

e. Reviewsignificant adjustnents nade to the
general |edger accounts affecting HJUD assi sted
activity and evaluate for propriety.

B. Eligibility to | ssue Mrtgage-Backed Securities

1. Conpliance Requirenent . To be approved and naintain
eligibility to issue G nni e Mae-guarant eed nortgage
backed securities and act as admnistrator of such
securities, an applicant nust neet and naintain the
foll owi ng requi renents:

a. Be an FHA-approved nortgagee in good standing.
A State or local governnent instrunentality that
is an FHA-approved nortgagee is eligible.
Mor t gagees approved by FHA only as | oan
correspondents are not eligible to be @ nnie Mae
I ssuers.

b. For issuers approved by Fannie Mae or Freddi e
Mac, a |l oss of either approval nmay cause the
i ssuer to becone ineligible to issue and service
d nni e Mae nort gage- backed securities.

c. Have as a principal elenment of its business
operation the origination or servicing of
nort gage | oans.

d. Conduct its business operations in accordance
with accepted sound nortgage | endi ng and
servicing practices, ethics, and standards, and
have the experience, nanagenent capability, and
access to adequate facilities necessary to
assure @nnie Mae of its ability to issue and
servi ce nortgage-backed securities. Except in
i nstances where the issuer can denonstrate that
an alternative arrangenent constitutes a sound
busi ness practice, the issuer nmust have at | east
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three full-tine officers and one additi onal

enpl oyee, each with sufficient experience in the
origination and/or servicing of nortgages of the
type to be pooled to assure an ability to nanage
the pool on a long-termbasis; the officer in
charge of day-to-day operations nust be a full-
time enpl oyee solely of the issuer firm and the
issuer's offices nust be sel f-contai ned and
separate fromthose of any other entity.

Mai ntain policies that prohibit any

di scrimnation of a borrower based on race,
religion, color, sex, national origin, age,
famlial status or disability. The issuer shal
conply with any applicable rules, regul ations,
and orders of general applicability issued under
Title VI of the AQvil Rghts Act of 1964,
Executive O der 11063, Equal Qpportunity in
Housi ng, issued Novenber 20, 1962; Title VIl of
the Gvil Rghts Act of 1968, as anended; and
with applicable rules and regul ations of the
Federal Housing Adm nistration. Mreover, this
section incorporates by reference section 202 of
Executive O der 11246, Equal Enpl oyment
Qoportunity, issued on Septenber 24, 1965, as
amended. The issuer is required to conply with
the inplenenting rules and regul ations of the
Departnment of Labor (41 CFR Part 60-1) and the
Departnment of Housing and U ban Devel opnent (24
CFR Part 130).

Have and maintain fidelity bond coverage and a
nortgage servicing errors and om ssi ons policy
based on the issuer's total servicing portfolio
i n accordance with HUD Handbooks 5500. 1, Chapter
2 and 5500.2, Chapter 3, which nanes d nnie Mae
as | oss payee.

Maintain a net worth based on an audited
financial statement prepared in accordance wth
general ly accepted accounting principles in
assets acceptable to Gnnie Mae, as outlined in
Section G 2. of this Chapter.
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2. Suggest ed Audit Procedures

a.

Determne that the issuer neets requirenents
covered in Section 6-5, paragraph B. above.

Test whether the issuer has and foll ows an
est abl i shed policy which prohibits

di scrimnation in housing and | endi ng as
provi ded by HUD Handbooks 5500.1, Chapter 2,
5500. 2, Chapter 3 and Section 1-10 of this
gui de.

Reconpute the issuer's required fidelity bond
and nortgage servicing errors and om ssi ons
coverage policy at the end of the fiscal year in
accordance w t h Handbooks 5500.1, Chapters 2 and
6, and 5500.2, Chapter 3. Verify that Gnnie
Mae is naned as the | oss payee. Also inquire
that the required | evels of insurance were

mai nt ai ned throughout the year, with testing of
t he adequacy of insurance at |east on a
quarterly basis. A so verify that the fidelity
bond and errors and om ssions policies are
witten by an insurance carrier which has a
Best's rating of B+ or better, and is
specifically licensed or authorized by lawto
transact business with the state or territory
where the nane insured has its corporate
headquarters. Lloyd s of London, although not
rated, is an acceptabl e insurer.

An issuer's mni numinsurance coverage nust
conply with the follow ng, based on the issuer's
total servicing portfolio irrespective of
owner shi p:

(1) For issuers with a total nortgage servicing
portfolio of $100 mllion or |ess:
$300, 000.

(2) For issuers with a total nortgage servicing
portfolio of more than $100 nmillion and up
to $500 mllion: $300,000, plus 0.15
percent of the amount of total servicing in
excess of $100 nillion.
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C

(3) For issuers with a total nortgage servicing
portfolio of more than $500 nmillion and up
to $1 billion: $900, 000, plus 0.125
percent of the amount of total servicing in
excess of $500 nillion.

(4) For issuers with a total nortgage servicing

portfolio of nore than $1 billion:
$1, 525,000, plus 0.1 percent of total
servicing in excess of $1 billion.

The maxi mum nortgage servicing errors and

om sSsi on i nsurance coverage requirenent is

$20, 000, 000. The maxinumfidelity bond coverage
is not |imted.

The required format for presenting the
"Presentation of |nsurance Requirenent” is
provided in Attachment D of this Chapter.

Determ ne whether the issuer is an affiliate
(parent, subsidiary, or related party) of any
other Gnnie Mae issuer(s). Al affiliated

A nni e Mae issuers should be identified in the
auditor's verification of insurance. |If an
affiliate(s) is covered by the sane insurance
policy, then the servicing of each issuer nust
be added to cal cul ate the conbined tota
servicing portfolio. The anount of this

conbi ned servicing portfolio should be used to
determne the mni numrequired i nsurance

cover age.

Conpare the issuer's adjusted net worth (net
worth reported in the audited financi al
statenents as adjusted for any G nnie Me
unaccept abl e assets) to the m ni numrequired net
worth as discussed in Section 6-5, paragraph G 2
of this Chapter.

Revi ew of CQust odi al Docunents

1

Conpl i ance Requirenents . Docunents relating to the

pool ed nortgages are required to be held on Gnnie
Mae's behalf for the life of the pool by a custodi al
institution. It is the issuer's responsibility to
arrange for such an institution to hold the
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docunents. The custodial relationship nust be

evi denced by the execution of a "Mster Custodi al
Agreement” with the custodian certifying on the
reverse side of the Schedul e of Pool ed Mrtgages
that it has examned and has in its possession the
requi red docunents.

A custodial institutionis permtted to function as
custodian to nore than one issuer. An issuer may
use nore than one custodian. Pools issued on or
after February 1, 1979 nust have a single custodian,
unl ess G nnie Mae has given witten permssion for
nore than one custodi an.

A custodial institution nust neet the eligibility
requi renents as specified in Chapter 3 of the G nnie
Mae Qui de, Standards for Docunents CQustodi ans,
hereinafter referred to as Docunent Qustodial Manua
(HUD Handbook 5500. 1, Appendi x 77 and HJUD

Handbook 5500. 2, Appendi x 53).

The review of the docunent custodi an nust be
perforned at the docunent custodian facility. |If
the issuer's securities outstanding is | ess than $25
mllion and there has been no increase in the nunber
of pools held by the docunment custodian within the
|ast fiscal year, Annie Mae wll permt an off-site
revi ew of the docunment custodian. The Auditor rmnust
foll ow the procedures in Section 6-5, paragraph C 2.
bel ow. Al docunent custodi ans nust have an on-site
review every three years.

Suggest ed Audit Procedures

a. Determne if the issuer uses nore than one
custodial institution. I|f nore than one
custodi an is used, at |east one custodi al
institution nust be reviewed each year and al
custodial institutions nust be reviewed within a
three year cycle. Determne that the custodi a
institution neets the followng eligibility
requi renents.

(1) 1Is afederally regulated financia
institution in good standing with its
primary regulator, and not in receivership,
conservatorship, liquidation or any other
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(2)

(3)

(4)

(5)

(6)

(7)

(8)

managenent oversight by its primary
regul ator, unl ess operating under an
approved managenent pl an.

Mai ntains a secure, 1 and 1/2 hours fire
resistant storage facility with adequate
access control s.

Wilizes know edgeabl e enpl oyees in its
custodi al function to handl e nortgage
document s and perform custodi al functions.

Mai ntai ns for review annual financia
statenents audited by an i ndependent
auditor for itself or its parent.

Mai nt ai ns the m ni mum i nsur ance
requirenents of its primary regul ator and
mai nt ai ns coverage to i ndemi fy agai nst

| osses involving A nnie Mae pool s and | oan
docunent s cust ody.

Mai ntai ns updated witten procedures wthin
its operation, in addition to the Docunent
Cust odi an Manual

Satisfies eligibility requirenents and
other requirenents as directed by G nnie
Mae.

Self custodial issuers nust naintain a
separate trust departnent which is
physically separate fromthe servicing area
and operations. It nust al so have obt ai ned
prior approval to exercise fiduciary powers
fromits primary regulator. Such fiduciary
powers nust include ordinary trust services
such as personal trust services, persona
representative services (executor),
guar di anshi p, custodi an servi ces and/ or

i nvest nent advi sory services offered to the
public and not be limted to naintaining
cust ody of val uabl e docunents for G nnie
Mae issuers. The trust service function
nmust be subject to periodic review or
inspections by its primary regul ator.
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(9)

If custody is by an affiliate, the
custodial institutions nust either neet al
the requirenents in paragraph C 2.a.(8)
above, or if the custodial docunents are
not held in the trust departnent, the

cust odi an nust provi de evidence that there
is a vertical independence between the

i ssuer and the custodi al / war ehouse
institution.

Verify that the custodial institution naintains
or perforns the follow ng i nventory accounting
requirenents:

(1)

(2)

(3)

Mai ntai ns an | ssuer Master File which
contains the |Issuer CQustodial Register, any
bl anket | egal opinions, copy of the
issuer's corporate resolution for a nane
change, and any ot her applicabl e issuer

| evel docunents.

Mai ntai ns an | ssuer Qustodi al Register
which includes a list of pools currently in
custody (rmust provide pool identification
nunbers), the actual and/or due dates for
final certification and recertification,
and a count of the total nunber of pools in
cust ody.

Mai ntai ns a Pool Master File for each pool
in custody which contains a copy of the
Mast er Qustodi al Agreenent, Schedul e of
Pool ed Mortgages, formHUD 11711B
(Certification and Agreenent), form HUD
11711A (Rel ease of Security Interest) if
applicable, original blanket interim

assi gnnent (s) (a copy of which is included
in each individual loan file to which the
bl anket interimassignment applies), copies
of opinion(s) fromqualified outside | ega
counsel (originals nmaintained in the issuer
master file), original pool |evel waiver
letters fromGQ@nnie Mae, and all forns HUD
11708 (Request for Rel ease of Docunents)
for liquidated rel ease codes.
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C.

(4) Has perforned an Annual Physical |nventory
of all pools held for the issuer, which
will include at a mninmuma reconciliation
of the pool nunbers on the issuer custodial
register to a current issuer provided
listing of pools, and the pool nunbers on
the issuer custodial register agree to the
pool master files in custody.

(5 Maintains a Nonliquidation Rel ease
I nventory/File of all forns HUD 11708
submtted on or after July 1, 1992 on the
basi s of the nonliquidation reason code.
If afile is maintained, copies of the
forns HUD 11708 nust be kept in
chronol ogi cal order by docunent rel ease
date. If an inventory is maintained it
must contain the pool nunber, FHA VA Rural
Housi ng Service of the Departnent of
Agriculture (RHS) case nunber or | oan
nunber, and the docunent rel ease date.

| f any docunents have been rel eased for
nore than 180 days, the custodian is
required to notify the issuer of the
overdue docunents every 90 days. The
notification nust be in witing and
docunented in the inventory or file.

If nore than one custodial institution is used,
it wll be necessary for the issuer to identify
whi ch pools are at which custodial institution
in order to select a sanple of pool ed nortgages
for that institution. |If the issuer uses only
one custodial institution, obtain a list of the
pools. Select a representative sanple of Gnnie
Mae pools for review For pools selected
determne if the pool s incl ude:

(1) An original formHJUD 11711A (Rel ease of
Security Interest) executed by any and al
secured institution(s) relating to any or
all nortgages included in the nortgage pool
that are being reviewed and that were
closed after March 31, 1979. The form
shoul d state:
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"The lending or other financing institution
named herein agrees to relinquish any and
all right, title or interest it may have in
nmortgages to be placed in this G nnie Me
nor t gage- backed securities pool no |ater
than the date and time of delivery
(release) of the securities by G nnie Me
and/or its agent."

and/ or

(2) An executed original formHUD 11711B
(Certification) signed by an officer of the
i ssuer covering the nortgages that are
bei ng reviewed and that were cl osed after
March 31, 1979, stating that:

(a) Release(s) of security interest (form
HUD 11711A) delivered by the issuer to
t he custodi an conprise(s) all evidence
of any security agreenents affecting
any and all nortgages in this pool; or

(b) Qher than the unrecorded assi gnment
to Annie Mae, there are and will be
no other security agreenents affecting
any nortgages in this pool.

Note: |If there has been a transfer of
i ssuer responsibility and the pool was
i ssued nore than three years ago, the
forms HUD 11711A and/or 11711B are not
required to be in the custodial file.

d. Ootain a copy of the original Schedul e of Pool ed
Mortgages (form HUD 11706) ! fromthe docunent
custodi an for each of the pools selected. The
pur pose of the Schedul e of Pool ed Mortgages is

! For prograns other than the Single Famly Mrtgage-Backed
Securities Program the formnunber, prior to January 1, 1996,
was:

- Project |loans: formHJUD 11721.

- Manuf act ured hone | oans: form HUD 11725.
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f.

to provide a neans of identifying and

control l'ing nortgages placed in the pool which
secure the obligations issued. Accordingly,
sel ect a sanple of pool ed nortgages fromthe
Schedul e of Pool ed Mort gages.

For sanpl ed nortgages, review the custodial
files for the foll owi ng docunments and conpare
the informati on shown on these docunents to the
information on the Schedul e of Pool ed Mort gages.
Procedures for the custodi an docunent review are
contai ned i n Paragraph 8-4 and Appendi x 77 of

d nni e Mae Handbook 5500.1 and Paragraph 7-5 and
Appendi x 53 of G nni e Mae Handbook 5500. 2.
Reconcil e and report on any differences.

(1) The original note or other evidence of
i ndebt edness endorsed i n bl ank and wi t hout
r ecour se.

(2) An assignnent to G nnie Mae of the nortgage
or other security instrument in recordable
formbut not recorded. The assignnents to
A nnie Mae can be in blanket form The
bl anket assi gnments nust apply to nortgages
in the same pool and same recording
jurisdiction. [If the pool was issued after
March 31, 1979, and if the nortgage was
originated by a nortgagee other than the
i ssuer, there also nust be a recorded
assignnent, if state |aw requires
recordation in order to nmake the assi gnnent
valid against all lien holders fromthe
originating nortgagee to any intervening
i nterest hol der and fromsuch hol der to any
further hol ders of nortgage ownership. An
assignnment to the issuer nust inmrediately
precede the unrecorded assignnent to G nnie
Mae. These interimassignments nust be
either originals or certified copies of the
originals and, if required by state law to
assure validity, be either recorded or
certified by the issuer to have been
transmtted for recordation

Determne that within 12 nonths of the issuance
of the securities, transfer of issuer and/or
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custodial responsibility that the docunment files
contain the foll ow ng docunents. Report any
m ssi ng docunentation as a finding.

Wthin 12 nonths of issuance of the securities
the foll ow ng docunents nust be in the custodi a
file.

(1) Ciginal evidence of insurance or guaranty
signed by FHA, VA or RHS. If the loan is a
VA vendee | oan or contract, there will not
be evi dence of guaranty. |If evidence of
i nsurance or guaranty is not on file,
determne fromthe issuer why the required
docunments are mssing. Loans that cannot
be insured or guaranteed nust be wi t hdrawn
fromthe pool but only after obtaining
d nni e Mae' s approval

(2) Oiginal recorded nortgages (or other
security instruments) signed by the
nmort gagor securing repaynent of the
i ndebt edness. (NOTE: Conpare the
nortgagor's nane as it appears on the
Schedul e of Pool ed Mortgages with that
whi ch appears on the recorded nortgage to
assure identity). Copies of the recorded
nortgage are acceptable if the copies
clearly show t he docunent recording
i nformati on.

(3) Evidence that a nortgagee title insurance
pol i cy has been obtai ned or other evidence
of the title's acceptability to FHA, VA or
RHS (not required in cases invol ving
conveyance of HUD Secretary-owned property,
if an exception has been authorized by
d nnie Mae, or VA vendee | oans or
contracts). Copies of nortgagee title
i nsurance policies are acceptable.

(4) A conplete chain of original recorded
interi massignnents. These are not
required if the nortgage is retained by the
original lender. Copies of the recorded
interimassignnents are acceptable if the
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copies clearly show the docunent recording
i nformati on.

(5 Verify that the custodi an has conpl eted the
final certification on the back of the
Schedul e of Pool ed Mortgages.

Wthin 12 nonths of a transfer of issuer
responsibility the fol |l owi ng docunents nust
be in the custodial file and the custodi an
is required to have conpl et ed
recertification of the appropriate pools:

(6) An updated endorsenent on the promssory
not es;

(7) A recorded assignnent of the nortgage to
t he issuer, and

(8 Al docunents required in paragraphs C 2.d
and C 2.e above are in the custodial files.

Wthin 12 nonths of a transfer of custodial
responsibility all docunents required in C 2.d
and C 2.e above nust be in the custodial file.
The custodian is required to have conpl et ed
recertification of the appropriate pools within
12 nont hs.

Report any pool (s) for which the fina
certification or recertification is past due and
has not been conpl et ed.

Determ ne that docunments and/or |loan files

rel eased fromcustodial files are evidenced by a
Request for Rel ease of Docunents (form HJUD
11708). For the sanpl ed nortgages:

(1) Ascertain whether the custodian is in
possession of a formHJUD 11708 for
docunments and/or files renoved fromthe
custodi an's care.

(2) Prepare a list of mssing docunents and/ or
loan files not supported by a formHJD
11708. This listing should be revi ened
with the custodi an and subsequently wth
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the issuer. Any itens not reconciled
shoul d be reported as a finding.

Sel ect paid-in-full and/or foreclosed nortgages
listed on formHJUD 11708 on a test basis.

Verify that these nortgage docunments are no

| onger with the custodian. The custodi an shoul d
note this renoval on its inventory contro

record (The Schedul e of Pool ed Mortgages).

Any di screpanci es shoul d be noted on an
exceptions listing noting the Pool Nunber,
Mortgagor, and the defect, and reported as a
finding. This listing should be reviewed with
the custodian and errors corrected by the
custodi an. The custodi an should furnish this
listing to the appropriate issuers and the [ A
shoul d subsequently review with the issuer the
reasons for any mssing or deficient docunents.
M ssi ng docunents for nortgages which are stil
current by the issuer's records could be an
indication that the issuer has received nortgage

pay-offs and not passed through paynents to
securities hol ders

In lieu of an on site audit of the document
custodi an, the follow ng procedures are
accept abl e, provided the conditions set forth in
section C 1. above have been net.

(1) Confirmthat the docunment custodi an neets
all the eligibility requirenents as stated
in Section 6-5, paragraph C 2.a. above. A
witten certification fromthe docunent
custodian that it neets all eligibility
requi renents i s acceptabl e.

(2) Confirmthat the docunment custodian
mai ntains or perforns the required
i nventory accounting required in Section 6-
5, paragraph C 2.b. above. A certification
fromthe docunent custodian that it (1)
mai ntains the Issuer Master File for the
issuer, (ii) maintains a Pool Master File
for each pool in custody for the issuer,
(ii1i) bhas performed and provided the date
of the Annual Physical Inventory for al
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pools held for the issuer, (iv) nmaintains a
Non- Li qui dati on Rel ease Inventory/File of
all forms HUD 11708 submtted on or after
July 1, 1992 on the basis of the non-

| i quidation reason code, and (v) obtains
fromthe docunent custodian a copy or |ist
of any docunents that have been rel eased
for nore than 180 days and have not been
returned to the docunent custodian. Item
(v) above should be reviewed with the

i ssuer and any itens not reconciled shoul d
be reported as a finding.

(3) Select a representative sanple of Gnnie
Mae pools for review and request
verification fromthe docunent custodi an of
the fol |l ow ng:

(a) Using the issuer's trial balance, the
custodi an nust certify that the | oans on
the trial balance agree to the loans in
cust ody.

(b) Verify that all pools are properly
certified and report any pool past due for
certification in accordance with Section
6-5, paragraph C 2.f. above.

D. |ISSUER S ADM N STRATI ON OF POOLED MORTGAGES

1

Conpli ance Requirenent . Admnistration of the pool
of nortgages and of paynents to securities hol ders
is the responsibility of the issuer. Servicing of
pool ed nortgages nust be carried out in accordance
with generally accepted practices in the nortgage

I ending industry. GContractual requirenments with
respect to pool admnistration are contained in the
guaranty agreenent executed by the issuer and G nnie
Mae for each pool. The servicing system nust be
capabl e of producing at any tine for any nortgage,
an accounting which identifies the G nnie Mae poo
nunber for each |listed nortgage, and for each

nmont hly due date, the anount of each coll ection,

di sbursenment, advance, or adjustnent and indicating
the | atest outstandi ng bal ances of principal,
deposits, advance and unapplied paynents. In no

i nstance may the issuer or subservicer renove a | oan
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froma pool, reduce a | oan bal ance or renove funds
froma pool custodial account unless in conpliance
with the G nnie Mae Quide and authorized by G nnie
Mae.

The issuer may incur |osses for pool ed | oans that
are not fully insured such as coinsured multifamly
| oans, manuf actured housi ng | oans and Departnent of
Veterans Affairs (VA guaranteed | oans. For each of
t hese | oan types, should a forecl osure take pl ace,
the issuer may not be fully rei nbursed through the
clains process. Any shortfall in collections nust
be paid to the securities holder out of the issuer's
own funds. These shortfalls have been particularly
large in the VA program Special attention should
be given to issuers with a concentration of VA | oans
in declining narket areas.

In the VA program should a default occur, the VA
will determne the cost effectiveness of bidding at
the foreclosure sale. VA wIll not bidif its |osses
wi Il exceed the guarantee anount. Consequent | vy,
this '"no-bid wll be costly to the issuer as it
must pay off the security hol der for the outstanding
nor t gage bal ance.

Suggest ed Audit Procedures

a. Test whether the issuer neets G nnie Mae's
requi renent for separate custodial bank accounts
for principal and interest collections
(non-interest bearing) and tax and insurance
escrow funds (option of interest bearing)
applicable to pool ed nortgages with the
principal and interest accounts held in
institutions neeting Gnnie Mae's rating
requirenents (Al Participants Rel ease, July 10,
1990). Test the custodial account titles for
conpliance with requirenents established by
A nnie Mae Letter Agreenents, Forns HUD 11709
and 11720. If a principal and interest
di sbursenment clearing account is used, assure
that it is used only for paynments to G nnie Mae
securities holders. (NOTE These accounts nay
contain funds for nore than one pool provided
that the issuer maintains separate accounting
records for each pool).
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Revi ew nonthly col | ections of nortgage princi pa
and interest and collections of clains on
defaulted and |iqui dated nortgages to ascertain
that funds have been deposited in the proper
custodi al accounts on a daily basis.

Test whether the issuer is making paynments of
interest, principal, and unschedul ed princi pa
to securities holders by the 15th of the nonth.
Test whether partial prepaynents, prepaynents in
full, assignnents, and foreclosures are passed
through to the securities holders in the regul ar
nmont hly paynent follow ng the nonth of receipt.
Test that all such recoveries are recorded on
Mor t gage- Backed Securities report controls and
the pool collateral is renoved fromthe
custodi an' s possession and the transaction is
supported by docunentation

Test whet her disbursenents from principal and
interest custodial bank accounts are authorized
pursuant to the Quaranty Agreenent.

Test whether the issuer is disbursing paynents
to Gnnie Mae | securities holders on a date
that can be expected to result in receipt of the
funds by the securities holders by the 15th of

t he nont h.

Revi ew a representati ve sanpl e of paynents to
securities holders to determne that such
paynents were nmade to those shown in the
securities holders register for the pools being
t est ed.

Conpare nortgages listed in the issuer's

Li qui dati on Schedul e (Form HUD-11710E) to those
identified on Form HUD- 11708 hel d by the

cust odi an as havi ng been w t hdrawn fromthe pool
to ensure proper pass-through of proceeds to
securities hol ders.

Test whether the issuer is using its own
resources to:

(1) ©Make advances to the pool accounts to cover
shortfalls in collections from nortgagors.
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(NOTEE Limted exceptions to this
requirenent are included in the G nnie Mae
Handbooks.) Special attention shoul d be
given to the issuer's calculation and use
of excess funds, particularly for internal
reserve pool s.

(2) Cover principal anounts not recovered in
claimsettlements or which are due in
connection with defective |oans. (Issuers
are required to "buy out"™ uninsured or
ot herwi se defective |oans fromthe pools in
accordance with instruction in the
Handbooks @ nni e Mae 5500.1 and 5500. 2
using the issuer's own funds and only after
recei ving @ nnie Mae approval .)

ot ai n an understanding of the issuer's controls
to project the need for and availability of
funds. These controls should allow the issuer
to nake required advances to securities hol ders,
as required under Section 4.02 of the Quaranty
Agr eenent .

Test whether the issuer incurred | osses for
pool ed | oans not fully insured such as coi nsured
mul tifamly | oans, manufactured housi ng | oans,
and Departnment of Veterans Affairs guaranteed

| oans. Determne that the issuer has disclosed
a contingent liability in the financial

st at ement s.

Test that the issuer has a systemto foll ow up
on and obtain the required docunents to enabl e
the custodian to nake its final certification in
atinely manner. QG nnie Mae nust receive the
final certification, covering docunents |isted
on the reverse side of the Schedul e of Pool ed
Mortgages, within the tinefranes identified in
Handbooks G nni e Mae 5500.1 and 5500. 2

If the issuer has acquired pools from anot her
issuer, or if the issuer has transferred pools
from one docunent custodi an to anot her, test
whet her these pool s have received new fina
certifications (recertification) within the
tinmeframes outlined in the A nnie Mae Handbooks.
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Test whether the issuer established a conplete
securities holders register in accordance with
A nnie Mae instructions and updated the register
prior to paying holders each nonth. The

regi ster should include a record of al
certificate transfers for the life of the pool.

Test whether the issuer is servicing delinquent
nort gages and managi ng forecl osures and
assignnents in accordance with the applicable
requi renents of the VA, FHA, RHS and the G nnie
Mae Qui de.

Test whet her undel i vered paynents are deposited
into the principal and interest custodial

account and that checks which renai n outstandi ng
in excess of 6 nonths of the paynent date are
stopped and the funds are returned to the P&
custodi al account. Undelivered paynents shoul d
not be used as excess funds or used by the

i ssuer to fund pool shortfalls.

Test whether any transfer of the P& or Té&l
custodi al accounts, change of docunent

cust odi an, change of nortgage servicer or
transfer of issuer responsibility was
acconpl i shed after witten approval fromQ nnie
Mae.

E. Revi ew of Monthly Accounting Reports and Quarterly

Subm ssi ons

1. Conpl i ance Requirenent . d nnie Mae issuers of MBS

are required to submt the follow ng reports
periodi cal ly throughout the year:

a.

Form HUD- 11710A, Form HUD- 11710D and For m HUD-
11710E

| ssuers reporting: Al Gnnie Mae issuers of
record

Frequency of reporting: Mnthly

Deadl i ne for submssion: 10th day of follow ng
nmont h

Trial Loan Bal ance | nformation
| ssuers reporting: Al Gnnie Mae issuers of
record
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Frequency of reporting: Quarterly
Deadl i ne for submssion: 45 days of end of
cal endar quarter

Mort gage Bankers Quarterly Financial Reporting,
For m HUD- 11750

| ssuers reporting: Mrtgage bankers not
federal ly regul at ed

Frequency of reporting: Quarterly

Deadl i ne for submssion: 60 days after end of
cal endar quarters and 90 days after end of

cal endar year

| ssuers nust report to G nnie Mae nonthly on
each pool. Such reports nust be provided on
Form HUD- 11710A (I ssuer's Mnthly Accounti ng
Report), Form HUD 11710E (Li qui dation Schedul e)
and Form HUD- 11710D (I ssuer's Mnthly Sumrary
Report). Issuers with nore than 100 pool s
(including Gnnie Mae | pools and G nnie Mae |
pool s and | oan packages) are required to report
in electronic formusing the procedures and
format specified i n Handbook 5500.1, Chapter 11.

Additional or alternative reports are required
in connection with pools other than those for
single famly |l evel paynent |oans, as expl ai ned
in the chapters and appendi ces for the other
progr ans.

The reports, along w th supporting docunents,
must be sent to G nnie Mae with sufficient |ead
tinme and via a nmethod that ensures delivery no
|ater than the tenth cal endar day of each nonth.
Instructions for the preparati on and subm ssi on
of the forns or nmagnetic tape are found in
Appendi ces 11 through 14 of Handbook 5500. 1.

| ssuers nust report to G nnie Mae quarterly on
all of the loans in their portfolio. Loan |evel
detail nmust be reported by all issuers every

3 nonths. The loan | evel data shoul d report
trial balance information for all non-liquidated
|l oans as of the cut-off date for the quarter

(Al Participants Rel ease, Septenber 24, 1990).
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| ssuers that are not federally regul ated nust
report their financial condition quarterly to
A@nnie Mae. Reports nust be provided to G nnie
Mae on a pre-formatted di sk, HUD 11750, which
includes a Statenment of Condition, Statenent of

| ncome and Additional Information. Federally
regul ated financial institutions (banks, savings
and |l oans and credit unions) are not required to
submt this report (Al Participants Rel ease,
March 5, 1990).

Suggest ed Audit Procedures

a.

ot ai n an understandi ng of the issuer's
procedures for collecting and entering all data
relating to nortgage collections and securities
paynents on Form HUD- 11710A. Test whet her
entries are made in accordance with instructions
in the G nnie Mae Handbooks.

Sel ect a sanple of FormHUD- 11710A's and trace
del i nquency information to the issuer's interna
nort gage servici ng del i nquency reports.

Conpare the securities balance reported on the
Form HUD- 11710A to the Remai ni ng Pool Bal ance
(RP.B) reported to Gnnie Mae, or its agent,
in accordance with G nnie Mae MBS requirenents.

Test whether a Liquidation Schedul e (Form

HUD- 11710E) is submtted to G nnie Mae for each
| oan renoved fromthe pool. Al so, test that the
unpai d | oan bal ances passed through to
securities holders and reported in the

Li qui dati on Schedule, agree to the issuer's
records.

Conpar e the anmount of checks sent to securities
hol ders for the nonth to the anmount reported to
d nni e Mae.

Conpare the custodi al account bal ances reported
on Forns HUD- 11710A and 11710D to the actua

bal ances (after reconciliation) of the

di sbursenment cl earing and custodi al bank
accounts as shown by the bank statenents.
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(n pool s selected for review, reconcile the
total unpaid principal bal ance of the pool ed
nortgages to the unpaid principal balance of the
securities, as follows:

(1) Pool Principal Balance (Section 1, Line D
For m HUD- 11710A)

(2) (plus) Prepaid Principal (Section 1,
Line F)

(3) (mnus) Delinquent Principal (Section 1,
Line G

(4 (mnus) Concurrent Date (CD) Pools Only:
Schedul ed Principal (Section 1-A Bl ock Q

(5 (plus) CD Pools Only: Last Liquidation
Principal Installnent (Principal portion of
last installnment reported on Liquidation
Schedul e, Form HUD- 11710E)

(6) (mnus) CD Pools Only: Additional
Princi pal Adjustnent or FIC change for
QG aduat ed Paynent Mortgage Pool s
(Section 2, Block D, Oher)

(7) (equals) Security Principal Bal ance
(Section 3, Line D

Dfferences nmay arise in the reconciliation

bet ween t he pool ed | oan bal ance and t he

out standi ng securities bal ance due to additiona
princi pal paynents or rounding. Such

di fferences shoul d not exceed $1.00 for each
loan in the pool up to a naxi mumof $50.00 per
pool. Any greater difference nust be funded to
the pool in the current report. At |east once a
year, adjustnents to the securities hol ders
paynents nust be made in Section 2, Block D of
Form HUD- 11710A to fully correct for any
difference. Reconcile and report on any

di fference.

For pools selected for review, test the expected
Principal and Interest (P& ) Qustodial Account
bal ances at cut-off. This test (outlined bel ow
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identifies a mninmumdollar anount expected in
the P& account for any particular pool as of a
given cut-off date. This test verifies the
accuracy of the P& bal ance reported in

Section 5, Block B2 of the Form HUD 11710A
report. The test formula will only yield
accurate results when the nortgage and
securities balances reconcile in Step 7 above.

The test assunes that all collections are paid
out by the pass through of funds to securities
hol ders or taken as issuer servicing fees. The
test formula is different between Internal
Reserve (IR and Concurrent Date (CD) pools, but
in either case indicates the amount of P& funds
whi ch shoul d be held in the account at the
cut-of f date, which include:

(1) (IRonly) plus paynment to securities
hol ders, to be distributed on the 15th of
the follow ng nonth. (Form HUD 11710A
Section 2, Item@.

(2) (IRand CD) plus servicing fee, if taken
after the cut-off date. |If the issuer
withdraws it servicing fee prior to the
cutoff, this entry wll be zero (Section 1,
ltem H).

(3) (IR and CD) plus prepaid P&, funds which
have been col |l ected but are not required to
be distributed to holders at the next
paynent date (Section 1, ItemF, Total).

(4 (IRand CD) mnus prepaid servicing fee, as
cal cul at ed based on prepaid interest
amounts (Section 1, ItemF, Interest).
Servicing fees collected on prepaid
interest are already included in item(2)
above.

(5 (IR and C) mnus delinquent P&, funds not
yet collected but which have al ready been
distributed to holders through cal cul ation
of schedul ed paynment (Section 1, ItemG
Total).
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(6)

(7)

(8)

(9)

(10)

(11)

(IR and CD) plus delinquent servicing fee
as cal cul ated based on total delinquent
interest (Section 1, ItemG Interest).
Servicing fees are not distributed to

hol ders, so this amount is not a shortage
in the account.

(CD only) plus additional principal
paynents. These are funds col |l ected but
not due holders until the 15th of the
followi ng nonth (Section 1, Line B-2).

(CD only) plus additional principal

adj ustment, the issuer-funded adj ustnent
whi ch has been deposited to the custodi al
account but is not distributed until the
followi ng nonth (Section 1, Line C Pool
| nterest).

(CD only) plus liquidation principal.
Simlarly, funds collected but not due to
be distributed until the follow ng nonth
(Section 1, ItemQ.

(CDonly) plus fixed installnent on

l'i qui dations, because it is necessary to
anortize a liquidating | oan through one
paynent beyond the nonth during which
pay-off or foreclosure funds are received
on CD pools. This "extra" nonth paynent,
nornmal |y not due until the foll ow ng nonth,
is included in the schedul ed P& anount.

(CD only) mnus servicing fee from
l'iquidations, as calculated on the interest
portion of the |ast paynent install nent
(based on last interest installnent on the
Form HUD- 11710E) .

Thi s cal cul ated expected P& bal ance shoul d
agree with the reported P& bal ance (Form
HUD- 11710A, Section 5, B, 2). D fferences
shoul d be reconcil ed and exceptions reported.

ot ai n an understandi ng of the issuer's
procedures and test whether the issuer neets the
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delivery requirement by the tenth cal endar day
of each nont h.

j]. Test that loan level information is being
reported quarterly to G nnie Me.

k. For all issuers that are not federally regul ated
financial institutions, test that quarterly
financial information is being submtted on the
HUD- 11750, a formatted di sk

F. Securities Marketing and Tradi ng Practices

1. Conpliance Requirenent . G nnie Mae has established
securities nmarketing and trading requirenments which
are intended to assure that issuers carry out their
securities nmarketing and trading activities in a
manner consi stent with prudent business practices
and their own and others financial capacity. There
are three conponents to these requirenents: (a) a
suitability rule, (b) prudent business practice
rules, and © mninmumforward delivery contract
requirenents relating to so-called nmark to market
deposit requirenments. There also are recordkeepi ng
and reporting requirenents. These procedures nust
be i npl enented by all approved issuers, whether or
not securities and/or commtnents are outstanding.
The appl i cable requirenents are found in HJID
Handbook 5500. 1.

2. Suggest ed Audit Procedures

a. otain an understanding of the witten
procedures established by the issuer to
determne the financial integrity of dealers,
brokers, and investors, including an explanation
of standards for, and steps taken in determ ning
the financial capacity of deal ers, brokers, or
investors to conpl ete transacti ons.

b. Test whether the issuer is follow ng established
procedures to determne the financial capacity
of dealers, brokers, and investors to conplete a
transaction and to determ ne the business
reputation of the deal ers, brokers, and
i nvestors.
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otai n copies of the resol ution executed by the
issuer's Board of Directors designating key
persons responsi bl e for overall supervision of
issuer activities relating to the nmarketing and
trading of securities.

(ot ai n an under st andi ng of the procedures
established by the issuer to maintain a record
of all coomtnents entered into to deliver or
acquire securities.

Test whether the issuer's records of such
comm tnents include the follow ng:

(1) Date of the transaction (trade date).

(2) Type of securities.

(3) Nature of the transaction: purchase, sale,
optional or nandatory delivery, repurchase
or other credit arrangenent.

(4) Settlenent date.

(5) Dollar amount of securities.

(6) Interest rate on the securities.

(7) "Price" of the securities.

(8) Nane of the firmand individual wth whom
t he transacti on was execut ed.

(9) CQurrent market price (value) of the
contract.

For "regul ated transactions” (see Note 1 at
step h.) test whether the issuer's records
i ncl ude the foll ow ng:

(1) A copy of the del ayed delivery contract
required by the G nni e Mae Handbook

(2) The nane of the financial institution with
which collateral is, or will be, deposited.
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(3) Records of mark to market conputations,
including: nmnarket val ue, anounts of
deposits by issuer and by contra-party,
type of collateral deposited.

(4) If the collateral used is a letter of
credit, a copy of the letter of credit.

Revi ew the issuer's statenent show ng the
conputation of the issuer's "net position" and
conpare information to the issuer's accounting
records. Prove the nmathematical accuracy of the
net position. The statenment should identify
amounts of | oans and securities closed and held
for sale, plus those expected to be acquired,
less coomtnents the issuer has avail able for

di sposi ng of |oans and securities. It also
shoul d i nclude any positions involving
repurchase, reverse-repurchase, or other credit
transacti ons.

Determne the potential inpact on an issuer's
net worth of any identified forward or future
commtnent contract entered into by the issuer
to purchase or sell securities, if there are
material potential effects on the issuer's net
worth, determne whether they are disclosed in
the appropriate footnotes to the financial

st at ement s.

NOTE 1. "Regul ated transaction” neans the
purchase or sale of securities by an issuer
pursuant to a delay delivery contract except
that the termdoes not include:

(1) A sale of securities where: (1) the issuer
hol ds a valid, outstanding coomtnent to
guar anty nortgage- backed securities (which
is not applied in connection w th another
transaction) issued by Gnnie Mae in an
amount at | east equal to the face anount of
the securities sold; and (2) the settl enent
date under the contract is no later than
the last day of the cal endar nonth in which
the 150th day after the contract's trade
date falls.
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(2) A sale of securities guaranteed by dnnie
Mae and based on construction | oans
(construction | oan securities) or project
| oans (project |oan securities).

(3) A sale or purchase of securities pursuant
to a contract which does not obligate the
i ssuer to actually sell/purchase
securities, that is, a put or cal
transaction in which the issuer has the
option to perform

(4) A purchase (or sale) of nortgage
participation certificates directly from
(or to) the Federal Honme Loan Mortgage
Cor por at i on.

G Adjusted Net Wirth

1. Gonputation. A "Presentation of Adjusted Net Wrth
Cal culation” is required for all issuers, even if
there were no securities or commtnents outstanding
at fiscal year end. The required format for the
"Presentation of Adjusted Net Worth Cal cul ation" is
provi ded on Attachment B of this Chapter

Unaccept abl e assets are defined in Attachnent Ato
this Chapter and should be item zed by asset

classification. Do not aggregate the unacceptable
assets into one line titled "Unacceptabl e Assets."

| f evidence exists indicating the existence of
related party receivabl es whi ch have not been

deducted by the 1A, @ nnie Mae will deduct the
amount fromthe issuer's adjusted net worth.

An issuer's adjusted net worth will be cal cul ated by
subtracting the total amount of unacceptabl e assets
fromthe net worth as stated on the I A audited

bal ance sheet. Excess/(deficit) net worth is
conputed as the difference between adjusted net
worth and required net worth.

Failure of the issuer to respond tinely and
satisfactorily to requests nade by G nnie Mae, or
its agent, for additional information could result
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i n disall omwance of questionable assets and result in
suspension or in termnation of issuer status.

Wiere the G nnie Mae issuer is a subsidiary, the
adj usted net worth conputation nust focus
exclusively on the assets and liabilities of the
d nni e Mae i ssuer

Required Net Worth . Required Net Worth will be
calculated as of the end of the issuer's fiscal year
as foll ows:

a. For issuers approved to securitize nortgage-
backed securities pools backed by single famly
| evel paynent, graduated paynent, grow ng equity
or adjustable rate nortgages, the net worth is:
$250, 000 base net worth plus one percent of the
amount of securities outstanding in excess of
$5 mllion, but less than $20 mllion; plus
0.2 percent of any additional securities,
comm tnent authority and total pools funded 2 in
excess of $20 nillion.

b. For issuers approved to securitize nortgage-
backed securities pools backed by manufactured
hone | oans, the net worth is: $500, 000 base net
worth plus 0.2 percent of any additional
securities, coomtnent authority and total pools
funded in excess of $35 nillion.

c. For issuers approved to securitize nortgage-
backed securities pools backed by multifamly
construction or permanent |oans, the net worth
is: $500,000 base net worth plus 0.2 percent of
any additional securities, conmtnent authority,
total pools funded and dol | ar anmount of
unexpended construction loan draws 2 in excess of
$35 mllion.

2Pool s that have been | ogged and are in the revi ew process
and the coomtnent |ine bal ance has been reduced.

3The net

amount between Construction Loan comm t nent

authority reserved and total Construction Loan draws nade.
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The base net worth requirenent for all issuer
types will be indexed to inflation and adj usted
every five years with a one year advance notice
to issuers. The change in price index wll be
nmeasured by the Consuner Price Index (CPl). The
base net worth requirenent nmay fl oat downward
subj ect to a $250, 000 or $500, 000 m ni num
dependi ng upon an issuer's pool type
eligibility. The adjusted base net worth wll
be rounded to the nearest thousand. The
reference period fromwhich inflation will be
calcul ated is Decenber 1995. The first

adj ustment of the base net worth requirenent
wll be on January 1, 2002 which will reflect
the change in price level during 1996 through
2000. Future adjustments will followin this
manner. The d nnie Mae President shall have
discretion to waive or |essen any increase or
decrease gi ven by the indexing formila.

8/ 97
6- 35



2000. 04 REV-2

ATTACHVENT A

UNACCEPTABLE ASSETS FOR COVPUTATI ON OF ADJUSTED NET WORTH

1. Any asset or portion thereof pledged to secure
obligations of another entity or any person. Supervised
institutions that provide financial services to
i ncorporated communities are sonetines required by State
law to pledge their assets for the benefit of the
comunity. These pl edged assets are acceptable for
supervi sed institutions only.

2. An asset due froman officer or stockhol der of the
nortgagee or froma related entity, except for:

0 A construction | oan receivable, secured by a first
nortgage, froma related entity.

o A nortgage | oan receivable established in the nornal
course of business in an armis |length transaction
and secured by a first nortgage on the rel ated
property.

0 Areceivable froma related party where the affected
parties have executed a cross-default agreenent 4 or
corporate guarantee agreenent ° with G nnie Me.

3. Aninvestnent in arelated entity in which any officer
or stockhol der of the nortgagees has a persona
interest ® unrelated to that person's position as an
of ficer or stockhol der of the nortgagee.

“A cross default agreenent is an agreenent between rel ated
affiliated G nnie Mae issuers which provides for the default of
all affiliated issuers in the event of a default by any one of
t hem

°A corporate guarantee agreenent is an agreenent where the
i ssuer's parent guarantees the performance of the issuer.

® Personal interest" as used here indicated a relationship
bet ween the nortgagee and a person or entity in which that
specified person (e.g. spouse, parent, grandparent, child,
brother, sister, aunt, uncle, or in-law) has a financial interest
inor is enployed in a nanagenent position by the nortgagee.
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4. That portion of an investnent in a joint venture,
subsidiary, affiliate, and/or other related entity,
which is greater than equity, as adjusted. "Equity as
adj usted" neans the book val ue on the books of the
related entity reduced by the anount of unacceptabl e
assets carried by the related entity.

5. Any intangi bl e asset, such as goodwi ||, covenants not to
conpete, franchise fees, organization costs, val ue
pl aced on insurance renewal s, and val ue placed on
property management contract renewal s.

6. The value of any servicing contract not determned in
accordance with SFAS No. 65, Accounting for Certain
Mortgage Banking Activities and SFAS No. 125, Accounting

for Transfers and Servicing of Financial Assets and
Extingui shnents of Liabilities , or subsequent revisions
t her et 0.

7. Any asset not readily nmarketable and for which appraised
val ues are very subjective. Exanples include, but are
not limted to, antiques, art work, and genstones.

8. That portion of any nmarketable security (listed or
unlisted) in excess of the | ower of cost or narket,
except for shares of Fannie Mae stock required to be
hel d under a servicing agreenent, which should be
carried at cost.

9. Any anount in excess of the | ower of cost or narket
val ue of nortgages in forecl osure, construction | oans,
or property acquired through forecl osure.

10. Any asset which is principally used 7 for the persona
enjoynment or benefit of an officer, director, or
st ockhol der and not for nornal business purposes. This
i ncl udes aut onobi | es and personal residences.

11. "Qher Assets" unless the financial statenents are
acconpani ed by a schedul e prepared by the i ndependent
auditor or a schedul e prepared by the issuer/nortgagee
and signed by an officer of the issuer/nortgagee.

™Principally used" means that any other use of the property
nmust be solely incidental.
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12. That portion of contributed property, not otherw se
excluded, in excess of the value as of the date of
contribution determ ned by an i ndependent apprai sal .
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ATTACHVENT B

REQU RED FORVAT FOR PRESENTATI ON OF ADJUSTED NET WCRTH
CALOULATI ON FOR | SSUER

A Adjusted Net Worth Cal cul ati on

St ockhol ders Equity per Statenent
of Financial Condition at end of

reporting period $
Less:

| tem zed Unaccept abl e Assets Y

1. $

2. $

3. $

Total Unacceptabl e Assets $
Adj usted Net Worth $

B. Required Net Whrth Cal cul ati on

Unpai d Princi pal Bal ance of
Securities Qutstanding
(Note: Nunber of Pool s ) $

Pl us:
CQut st andi ng Bal ance of
Commtnents Authority |ssued

and Request ed $
Total Qutstanding Portfolio
and Authority $
Requi red Net Worth $
C. Excess (Deficit) Net Wirth $ 2

(Adjusted Net Worth - Required Net Wrth)

v Unaccept abl e assets are defined in Attachnent A

2 In the event adjusted net worth does not neet the
A nnie Mae requirenent, the I A nay include any
comments fromrepresentatives of the issuer of
corrective neasures contenpl at ed.
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ATTACHVENT C

REQU RED FORVAT FOR PRESENTATI ON OF ADJUSTED NET WCRTH

CALOULATI ON FCR | SSUER S PARENT

A Adjusted Net Worth Cal cul ati on

St ockhol ders Equity per Statenent
of Financial Condition at end of
reporting period

Less:
| tem zed Unaccept abl e Assets Y
1. $
2. $
3. $
Total Unaccept abl e Assets

Adj usted Net Worth

B. Conpari son of Net Whrth Cal cul ati ons

| ssuer's Required Net Worth
(taken fromlssuer's Adjusted
Net Worth Cal cul ati on)

(Multiply issuer's required net
worth by 110%for issuers with
single famly status only, otherw se
multiply by 120%

Parent's Required Net Worth

C. Excess/(Deficit)

v Unaccept abl e assets are defined in Attachnent A
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ATTACHVENT D

REQU RED FORVAT FOR PRESENTATI ON GF | NSURANCE REQU REMENT

A  ldentification of Affiliated Y dnnie Mae |ssuers

Affiliated G nnie Mae |ssuers:
(1ssuer Nanme and A nnie Mae Issuer Identification
Nunber)

Affiliated | ssuers on Sane | nsurance Policies:
(1ssuer Nane and A nnie Mae |Issuer ldentification
Nunber)

B. Requi red | nsurance Cal cul ati on

Servicing Portfolio:

G nnie Mae $
Fanni e Mae $
Freddi e Mac $
Conventional (Q her) $
Total Servicing Portfolio $
Required Fidelity Bond Cover age $
Requi red Mortgage Servicing Errors
and Qm ssi ons Cover age $
Verification of |nsurance Coverage
Fidelity Bond Coverage at End of
Reporting Period $
Mortgage Servicing Errors and Om ssions
Coverage at End of Reporting Period $
Excess (Deficit) Insurance Coverage
Fidelity Bond Coverage $
Requi red Mortgage Servicing Errors
and Qm ssi ons Cover age $
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E A nni e Mae Loss Payabl e Endor senent
Fidelity Bond Coverage $ __Yes/No
Mort gage Servicing Errors and
Om ssi ons Cover age $ __Yes/No
v Definition of an Affiliate : An affiliate is a party that,
directly or indirectly through one or nore internediaries,
controls, is controlled by, or is under common control with
an issuer.
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ATTACHVENT E

REPCRT COF | NDEPENDENT AUDI TCRS ON CONSCLI DATI NG
BALANCE SHEET AND STATEMENT CF | NCOME

Board of Drectors
ABC Fi nanci al Corporation

VW have audited, in accordance with generally accepted auditing
standards and Government Auditing Standards, the consoli dated
financial statenments of ABC Financial Corporation and

subsi diaries as of Decenber 31, 1991 and have issued our
unqual i fi ed opi nion thereon dated January 24, 1992 included on
page "XX' of [identify report]. Qur audit was conducted for the
pur pose of formng an opinion on the consolidated financi al
statenents taken as a whole. The follow ng consolidating bal ance
sheet and statenent of incone on pages "XX' and "XX "
respectively, are presented for purposes of additional analysis
and are not a required part of the consolidated financia
statenments of ABC Financial Corporation and subsidiaries. Such

i nformation has been subjected to the auditing procedures applied
in our audit of the consolidated financial statenents and, in our
opinion, is fairly stated in all nmaterial respects in relation to
the consolidated financial statenments taken as a whol e.

This report is intended for the information of the audit

comm ttee, nanagenent, and the CGovernnent National Mrtgage
Association (G nnie Mae). However, this report is a natter of
public record and its distribution is not limted.

[ Firm S gnat ur e]

[ Dat €]

6- 43
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REQU RED TRANSM TTAL/ CHECKLI ST FCR
ANNUAL SUBM SSI ON GF FI NANCI AL DOCUMENTS

Address to: dnnie Mae's Revi ew Agent
To whomit may concern:

The followng information is being sent to maintain
eligibility in the Mrtgage-Backed Securities Program |If you
have any questions regarding the itens being sent, you may
contact M./ M. of the organization
or nme at tel ephone nunber . Qur
facsimle nunber is

Conpl ete Itens 1 through 7

1. |ssuer Nane:
2. Issuer Address:
3. Issuer's Tax ldentification No.
4. dAnnie Mae |.D. No.
5. FHA Mortgagee No.
6. |A s Tax Identification No.
7. 1A s Contact Person
and Tel ephone Nunber :
Pl ace a Checkmark by Iten(s) Submtted
1. Annual Audited Financial Statenent for period ended [/ [
2. I A's Report on Consolidating Bal ance Sheet and Statenent of
| ncome (if appropriate)
3. _IA's Report on Internal Controls
4. |1 A's Report on Conpliance with specific Requirenents
5. I A's Presentation of Insurance Requirenent
6.  |As Presentation of Adjusted Net Wrth for |ssuer
7. | A's Presentation of Adjusted Net VWrth for Parent, (if

appropri ate)

8. Corrective Action Plan (if appropriate)

9. Schedule of "Qther Assets”

10. _  Nane, address and G nnie Mae |Issuer Nunber (if applicable)
of all affiliates. An "affiliate" is defined for these
pur poses as an organi zation that is related to the issuer
t hrough sone type of control or ownership (as defined by
GAAP). Use additional page if necessary:

Si gnat ur e: Dat e:
Type of Print Signature Nane:
Title:
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CHAPTER 7. HUD- APPROVED TI TLE || NONSUPERVI SED MORTGAGEES AND

7-1

7-2

7-3

LOAN CORRESPONDENTS AUDI T GUI DANCE

Program (bjective . HUD insures nortgages nmade by private
lending institutions to finance the purchase of single
famly and multifamly hones. HJUD approves the nortgagees
for participation in the nortgage insurance prograns for
single famly and multifamly honmes as evi denced by the
nortgagee's receipt of the yearly verification report in the
last month of its fiscal year. HUD approves | ending
institutions which belong to the Federal Reserve System or
wi th Federal Deposit |nsurance Corporation or National
Cedit Union Admnistration insurance on their accounts.
These types of institutions are designated by HUD as
supervi sed nortgagees. HUD al so approves ot her financi al
institutions designated as nonsupervi sed nortgagees, |oan
correspondents, and investing nortgagees which have
authority to originate, purchase, sell, or service

HUD-i nsured nortgages dependi ng on the type of institution.
These institutions are approved on the basis of their
financi al capacity, experience, facilities, and ot her
criteria as specified in HUD Handbook 4060. 1.

Program Procedures . Al nortgagees and | oan correspondents,
whet her supervi sed or nonsupervi sed, nust apply for initial
or branch approval to participate in the HJUY FHA nort gage

i nsurance prograns through the Lender Approval and
Recertification Division at HUD Headquarters, follow ng the
directions i n HUD Handbook 4060. 1, Mor t gagee Approval and
Recertification . After a review of the application and

cl earance through certain Headquarters systens, the
applicant, if approved, wll be assigned a uni que HJ FHA
identification nunber and notified that it nmay now originate
FHA i nsured nortgages.

Ref erence Materi al

Docunent Title

24 CFR Part 202 Regul ations Relating to the
G fice of Assistant Secretary for
Housi ng- Feder al Housi ng
Comm ssi oner, Departnent of Housi ng
and W ban Devel oprent
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Mort gagees Letters Vari ous

HUD Handbook 4000. 2 Mor t gagee' s Handbook- Appl i cati on

REV- 1 Through | nsurance (Single Famly)

HUD Handbook 4000. 4 Single Famly D rect Endorsenent
Program

HUD Handbook 4060. 1 Mor t gagee Approval and
Recertification

HUD Handbook 4060. 3 Field Ofice Quide for Mrtgagee
Moni tori ng

HUD Handbook 4110. 2 Mor t gagee' s Qui de- Hone Mort gage

| nsurance Fiscal |nstructions

HUD Handbook 4155. 1 Mrtgage Oedit Analysis for
Mort gage | nsurance on One-t o- Four
Famly Properties

HUD Handbook 4205. 1 Single Fam |y Coi nsurance Program
HUD Handbook 4330. 1 Adm ni stration of Insured Home
Mor t gages

HUD Handbook 4330. 4 FHA Single Fam |y Insurance d ai ns
HUD Handbook 4350. 4 Miul tifamly Mortgagees

7-4 Reporting Requirenents . A Title Il, nonsupervised nortgagee
or loan correspondent is required by 24 CFR Part 202
annually to submt an audit report to the Comm ssi oner
within 90 days of the close of its fiscal year. The audit
shal |l be performed under Government Auditing Standards and
shall include the auditor's report on the basic financia
statenents and a conputation of the nortgagee's Adjusted Net
Wrth. These reports are required for every Title |
nonsuper vi sed nortgagee or | oan correspondent regardl ess of
t he nunber of |oans originated or serviced during the fiscal
year. Al instances of nonconpliance identified by the
auditor nust be reported as findings, even in those cases
where corrective action was taken by the auditee after the
end of the fiscal year. A suggested format for the
conputation of Adjusted Net Worth and the |ist of
unaccept abl e assets are shown in paragraph 7-6 of this
chapter.
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For nonsupervi sed nort gagees, other than nonsupervised | oan
correspondents, the audit report shall also cover internal
controls, conpliance with specific requirenments that have a
direct and material effect on HUD assi sted nortgages,
including: an opinion on conpliance with specific

requi renents applicable to najor HUD-assi sted prograns (or a
report on conpliance with specific requirenments applicable
to nonmaj or HUD- assi sted programtransactions).

For nonsupervi sed | oan correspondents, although the audit is
performed under Governnment Auditing Standards , the Ofice of
Housi ng has changed the conpliance and auditing

requi renents. The scope of the auditors' testing of

conpliance with internal controls and the presentati on of

the results of those tests may be included in the auditors'
report on the basic financial statenents. The audit is not
subject to the requirenments or procedures of paragraph 7-5
except where mandated by Government Auditing Standards

Except for G nnie Mae issuers, one copy of the report should
be sent by the auditee to:

Mai | i ng addr ess:

U S. Departnent of HJUD

Lender Approval and Recertification D vision
Room B- 133 3214 Pl aza

451 Seventh St. SW

Washi ngton, DC 20410- 8888

Del i very:

U S. Departnent of HJUD

Lender Approval and Recertification D vision
Suite 3214

490 L' Enfant Pl aza East

Washi ngton, DC 20024

Wen a Title Il nortgagee is also a A nnie Mae issuer, the
audited financial statements are now sent only to G nnie Me
for review (See Chapter 6). Lenders/nortgagees that are
approved under both Title | and Title Il and also are G nnie
Mae issuers nust submt one set of audited financial
statenents to @ nnie Mae and another, for Title I, to the

G fice of Lender Activities and Program Conpl i ance.
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7-5

Al'l servicing/origination income nust be accounted for in
conpliance with FASB Statenent No. 125, Accounting for
Transfers and Servicing of Financial Assets and

Extingui shnents of Liabilities , or subsequent anendnents.

Wiere the nortgagee/l oan correspondent is a subsidiary and
information on its assets, liabilities and results of
operation are included in the consolidated financial
statenents of its parent entity, HUD will accept the audited
consolidated financial statenents of the parent, if it

i ncl udes consolidating schedul es, audited by the I'A which
di stingui sh the bal ance sheet and operating statenment of the
nor t gagee/ | oan correspondent subject to the HUD audit

requi renent. The consolidating schedul es nust be subjected
to the auditing procedures applied to the consolidated
statenent of the parent and the auditor's opinion nust cover
the financial statenment accounts of the subsidiary.

A sanpl e auditor's report on the consolidating bal ance sheet
and operating statenent is included as Attachment Ato this
Chapt er.

Conpl i ance Requirenents and Audit Areas

A Quality Control Plan

1. Conpl i ance Requi r erent

HUD- appr oved nortgagees are required to originate
and service HUD-insured nortgages in accordance with
accepted practices of prudent lending institutions
and conply with all relevant Departnental rules and
regul ati ons. Each HUD approved nortgagee is
required to establish and maintain a witten quality
control plan in accordance w th HUD Handbook 4060. 1
REV-2, Chapter 9 or the |atest HUD gui dance for |oan
origination and servicing. Each approved nortgagee
must devel op and inplenent a quality control plan
consistent with its needs, and the above referenced
gui dance, to assi st corporate nmanagenent in

det erm ni ng whet her HUD requirenents and the
nortgagee' s policies and procedures are being
followed by its personnel. The nonthly quality
control procedures nmay be conducted by the entity
itself internally or an external review, which may
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be performed by the independent auditor or other
qual i fied organi zati on. (24 CFR Subsection 202.5(h)).

Suggest ed Audit Procedures

a. (otain a copy of the nortgagee's quality contro
pl an and conpare it to the general and specific
requi renents contai ned i n Handbook 4060. 1.

b. Determne whether the nortgagee has a procedure
in place which assures that all enpl oyees
involved in | oan origination and servicing
under stand the nortgagee's quality control
policies and procedures.

c. Inquire whether the nortgagee relies on an
internal or external quality control review of
its origination, underwiting, and servicing
functions. |If the nortgagee relies on the
external review process and the | A's engagenent
i ncl udes the performance of the quality contro
review, the I A should report this as part of the
addi tional information required under Chapter 2
of this guide. |If the nortgagee relies on an
internal review, determne that it was perforned
by know edgeabl e personnel with no direct
responsibilities in the areas they revi ened.

d. Review the supporting docunentation of the nost
recent quality control review to determne that
it included a review of a representative sanple
i n accordance w th gui dance in HUD Handbook
4060.1. It should al so include a random sanpl e
of insured | oans being serviced by the nortgagee
or its agent. Determne that any branch offices
received an on-site review as required by HJD
Handbook 4060.1 and that the plan incl udes
coverage for any | oan correspondents and
aut hori zed agents of the nortgagee.

e. Review the supporting docunentation to determ ne
that the required general and specific el enents
i ncl uded i n Handbook 4060.1 REV-2, Chapter 9
were included in the quality control review
The Quality Control Plan nust provide for the
witten reverification of the nortgagor's
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enpl oynent, deposits, gift letter or other
sources of funds.

f. Qbtain a witten copy of the latest quality
control report and determ ne that senior
managenent officials al so received a copy which
i ncl uded any deficiencies identified during the
review Determne that the nortgagee al so
notified the Ofice of Lender Activities and
Program Conpl i ance of any violations, fal se
statenments or program abuses in the report.

g. Determne that senior nmanagenent officials
pronptly initiated corrective action for al
defi ci enci es not ed.

B. Branch O fice perations

1

Gonpl i ance Requirenent . A nortgagee nmay naintain
one or nore branch offices for the subm ssion of
applications for nortgage insurance. A traditiona
branch office is a separately located unit of the
nortgagee, in an office in which no business except
that of the nortgagee is conducted. It nay be

| ocated in the nortgagee's honme office. 1In
addition, a nortgagee nay regi ster a branch office
that does not neet the requirenents of a traditional
branch office (non-traditional branch office). The
nortgagee may determne the location and type of its
branch office facilities. The non-traditiona
branch office facility may be located in either
conmer ci al or non-commerci al space. Each branch
office nmust be registered by HUID. A |oan
correspondent is also permtted to establish branch
offices in accordance with 24 CFR

Subsection 202.5(k) (HJUD Handbook 4060.1 Chapter 5).

Suggest ed Audit Procedures

a. Determne that all branches are registered with
HUD by review of the appropriate formor screen
printout.

b. Through inquiry and/ or physical observation,
determne that the branch is a true branch and
is not a subsidiary, net branch, independent
contractor, agent of the auditee or separate
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entity. A nortgagee with a separate tax ID
nunber is required to have approval as a
nortgagee inits ow right. A branch nust have
at | east one enpl oyee, including a branch
manager, that serves only that branch. The
branch of fice should have its own tel ephone and
maintain its own accounting records.

c. Review auditee payroll records for indications
of any branch of fice personnel, except the
receptioni st that are not enpl oyed excl usively
for the auditee at any given tinme. Inquire of
personnel to determne that branch enpl oyees
conduct only the business affairs of that entity
during normal business hours.

d. Determne that the branch office is located in
space which is separated by a partition from any
other entity and is clearly identified to the
public and that the branch office's operating
costs are paid by the approved nortgagee or |oan
correspondent .

e. Review conpany records for evidence that the
present branch office nmanager is a corporate
officer or an enpl oyee authorized to bind the
corporation in matters invol ving | oan
origination and servicing and nanages only one
br anch.

C Loan i gination

1. Conpliance Requirenent . HJUDrequires the
originators of insured nortgages to devel op such
| oans in accordance with HUD requirenents. They
must obtain and verify information with at |east the
sanme care that woul d be exercised in originating a
[ oan in which the nortgage woul d be entirely
dependent on the property as security to protect its
i nvest nent .

I nformation on the auditee's copy of Form HUD 92900,
HUD FHA Application for Commtnent for |nsurance
Under the National Housing Act rnust be supported by
docunents in the auditee files (HUD Handbook 4000. 2
REV-1).
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Mort gagees may not require, as a condition of
providing an insured | oan, that the principal anmount
of the | oan exceed a m ni nrum anount established by

t he nortgagee (24 CFR 203. 18d).

24 CFR 202.12 prohibits lenders fromorigi nating
insured nortgages if it is the custonary | ending
practice of the I ender to engage in "tiered pricing"
of its loans (for discount points, origination fee
and ot her such fees) of nore than two percent in an
area (netropolitan statistical area or county, in
rural areas). The regulation further requires HUD
to ensure that any variations in nortgage charge
rates be based only on the actual variations in
costs to the lender to nmake the loan. The two
percent limtation on variation in "nortgage charge
rates" shall be applied to all Section 203 nortgages
by | oan type.

Suggest ed Audit Procedures

a. (btain an understanding of the auditee's
procedures for processing | oan applications.
Determne that the auditee's procedures provide
that applicant's credit report, enploynent
verification, and verification of deposits are
sent directly to the auditee and do not pass
through any third party.

b. otain a sanple of files for |oans originated
during the audit period to test areas c-f, which
follow This should include | oans originated at
the auditee's branch offices and by their |oan
correspondents as well as the central office.
Wiere an auditee uses an independent third party
to performquality control over |oan
origination, the A nay rely on the testing of
loan files performed by the independent third
party, provided the | A has revi ewed the
i ndependent reviewer's procedures, retested sone
of the sanme files chosen for testing, and the
i ndependent witten reports indicate no
significant discrepancies were identified.

c. Reviewloan file docunentation for evidence that
a face-to-face intervieww th the | oan appli cant
was conducted by a conpany enpl oyee and that the
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conpl eted | oan application was reviewed with the
| oan applicant. A face-to-face interviewis
requi red only when the applicant puts down | ess
than ten percent and does not have homeowner ship
counsel i ng.

Review all files in the sanple for any forns
that have been signed by the nortgagee but not
conpl eted by the applicant.

Determne that all enploynent and incone data is
supported by a verification of enploynment or

ot her sources, especially for self-enployed
applicants and applicants w th non-enpl oynment
inconme. Review loan file docunentation for

evi dence that the nortgagee reconcil ed any
conflicting information prior to submtting the
application package to the HID Field Ofice for
endor senent .

Test that the applicant's cash assets, source of
funds, and liabilities are supported by
docunent ati on such as verifications of deposits,
gift letters, etc., and credit reports.

otain a sanple of files for rejected | oans
during the audit period. Review for the
fol | ow ng:

(1) Determne that an individual review was
provided for all applications denied due to
a statistical category or score (e.g.
credit score, debt/inconme ratio). Ensure
that the score accurately reflected the
financial status (e.g. |loan and rent
paynments, current housing paynents) of the
applicant. A rejection should not be
i nfluenced by statistical categories or
geogr aphi ¢ | ocati on.

(2) Determne that the rejection was nade based
on established criteria and the reason for
the rejection was provided to the
applicant. Ensure that all procedures for
accepting and processing the | oan were
f ol | owned.
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h. Test whether |oan correspondents are selling
nortgages to other than their sponsors w thout
prior HUD approval. In connection with the
D rect Endorsement Program to determne that
the | oan correspondent does not underwite
| oans, review sel ected | oan docunentation for
i ndications of underwiting by the | oan
correspondent .

i. Reviewthe agreenents between the auditee and
its staff appraisers and test for conpliance
wi t h Handbook 4000.4 REV-1, Chapter 2.

D. Loan Settl| enment

1. Conpliance Requirenent . The nortgagee's
responsibilities prior to and follow ng | oan
settlenent are mnimal. The |loan origination fee
shoul d normal |y conpensate the nortgagee for the
required services. However, HUD has specified the
types and anount of additional charges and fees
whi ch the nortgagee nmay collect fromthe borrower.
Additionally, the nortgagee is responsible for
pronptly submtting up-front nortgage insurance
premuns to HUD foll owing | oan settl enent and
di sbursing the funds and conpleting the transaction
in accordance with the closing docunents, w thout
undue del ay (HUD Handbook 4000.2 REV-1, and
Chapter 7, 24 CFR 203. 27).

2. Suggest ed Audit Procedures

a. Select a representative sanple of |oans for
testing fromthose settled during the audit
peri od.

b. Exam ne the signed settlenment statenent (Form
HUD- 1). Prove the mathenmatical accuracy of the
Form Conpare anounts listed in the Formto
ot her authentic | oan docunents.

c. Reviewthe fees and charges collected fromthe
nortgagors as shown on | oan settl ement
statenents to determne that they are equal to
the nortgagee' s actual out-of-pocket costs for
the rel ated service or the nmaxi mum charge
all oned by HUD, whichever is lower. Determne
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that the origination fee did not exceed one
percent of the |oan amount. Conpare the fees
and charges to the guidelines contained in HUID
Handbook 4000.2 REV-1. Report any differences
as findings.

Ensure points and cl osing costs are accurate.
Det erm ne whether the differences may be due to
di scrimnatory practices.

Revi ew conput ati ons and supporting data for
anounts collected to establish escrow accounts
for taxes and hazard i nsurance. Reconcile and
report on any differences.

Revi ew conput ati ons and supporting data for
interest collected fromthe nortgagor at |oan
closing. Reconcile and report on any

di ff erences.

The Form HUD- 92900 contai ns the acqui sition cost
of the property. The HUD-1 contains the anount
of the insured nortgage. Conpare the anount of
the insured nortgage to the acquisition cost to
determne that the nortgagor nade the m ni num

i nvest nent .

Exam ne the cancel ed check or other supporting
docunentation for evidence that the nortgage

i nsurance premumis submtted to HUD, in
accordance with HUD policy at the tine of
closing, by the nortgagee. Test that paynent
reached HUD s depository within 15 days of

cl osi ng.

Conpar e the purchase contract and the HUD-1 for
agreenent as to sales price, earnest noney and
any sel | er concessi ons.

E. Loan Servi ci ng

1

Conpl i ance Requirenent . Mbortgagees and | oan

correspondents whi ch service HJUY FHA i nsured | oans
are permtted to collect certain fees fromthe
borrowers in accordance with HJUD regul ati ons (HUD
Handbook 4330.1, Chapter 4).
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Mort gagees whi ch service insured Home Equity
Conversion Mrtgages (HECM, with adjustable rate
nortgages are responsi ble for adjusting those rates
in accordance with the annual and lifetine caps as
est abl i shed by Handbook 4235. 1.

Loan servicing procedures are to be foll oned
consi stently and should not vary based on any of the
pr ohi bi t ed bases.

Suggest ed Audit Procedures

a.

Sel ect a sanple of delinquent and defaul ted
| oans including loans in foreclosure for testing
t he nortgagee' s | oan servicing procedures.

Review the |l oan file docunentation for evidence
that the auditee docunents its records to
reflect its servicing on delinquent and

def aul t ed nort gages.

(1) @pbtain an understanding of the auditee's
servi ci ng procedures.

(2) Ascertain whether the auditee naintains
i ndi vi dual servicing records docunenting
collection (loan servicing) activities.

(3) Reviewthe servicing records for recorded
col l ection contacts attenpted and
conpl et ed.

Revi ew sel ected | oan file docunents for evidence
that the auditee comruni cates with the nortgagor
or nakes a reasonable effort to do so in order
to determne the cause of default.

(1) Review the individual |oan servicing
records for recorded collection contacts of
nore than one type (i.e., tel ephone,
letter, face-to-face interview, etc.) if
one type of contact effort is unsuccessful.

(2) Review the individual |oan servicing
records for nortgagor explanations of
defaul ts and docunmented attenpts by | oan
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servi cing personnel to contact the
nor t gagor s.

(3) Based on the review of the individual |oan
servi cing records, when the cause of
del i nquency appears to be tenporary (i.e.,
i Il ness, unenpl oynment) test whether the
audi tee of fers reasonabl e repaynent pl ans.

Revi ew sel ected recei pts for evidence that the
audi tee accepts partial or |ate nortgage
paynents offered by nortgagors as provided for
in HUD Handbook 4330. 1.

(1) Reviewthe servicing records for the
recording of partial paynents accepted,
held in a pending file, or rejected.

(Note: The decision to reject a late or
partial paynent nust be a deci sion based on
t he individual circunstances.)

(2) Review the paynent records of selected
nortgagors to ascertain whet her:

(a) The anmount of the late charge, if any,
was conputed correctly.

(b) The late charge was assessed after
15 days of delinquency, or the
17th day of the nonth.

(3) Reviewthe auditee's procedures for the
handl i ng of partial paynments. btain a
representation letter fromthe auditee
concer ni ng such procedures.

| nqui re whet her the auditee has inplenented
steps to conply with the provisions of HID s
Loss Mtigation procedures. Such steps woul d
i ncl ude informal forbearance, workout
agreenents, acceptance of partial paynments and
deeds in lieu of foreclosure. Review selected
clains files for evidence that such relief
measures were considered (refer to Mrtgagee
Letters 96-11, 96-25, 96-32 and 96-61).
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| nqui re whet her the auditee sends notices to
advi se the nortgagor about HUD s forecl osure
relief programonce it has decided to forecl ose.
Review the loan files selected for evidence that
such letters were sent prior to the initiation
of forecl osure proceedings.

Conpar e charges assessed to borrowers for
servicing activities to all owabl e anounts. For
t he | oans sel ect ed:

(1) Review charges to nortgagors for checks
returned due to insufficient funds.

(2) Review charges to the nortgagor for
attorney's fees and test whether:

(a) The charges were for services
perfornmed by soneone ot her than
salaried nenbers of the auditee's
staff.

(b) The charges were nmade only in those
cases where the auditee nade a
decision to forecl ose and referred the
loan to an attorney for initiation of
f orecl osure proceedi ngs.

(ot ai n an understandi ng of the auditee's
procedures for paying nortgage insurance
premuns to HUD. Determne that the auditee
foll ows one of the two acceptabl e net hods of
nmaki ng nortgage insurance prem um paynents

(el ectroni c paynent or bank check) and that its
practices conply with HUD regul ati ons.

Revi ew a representative sanpl e of insurance
clains submtted to HUD fol |l owi ng nortgage
defaults. Recal culate the net clai manount on
the Single Famly Application for Insurance
Benefits (Form HUD 27011) and conpare the claim
amount infornation to the accounting records.
Test the anounts included in the claimfor
preservation and protection expenses to
determne that they are supported by
docunent ati on
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j. Select a sanple of adjustable rate HECOMs and
test that the limtations of the 2% annual and
5%lifetime caps are not bei ng exceeded by the
nor t gagee.

k. Select a sanple of HEOMs and determne that the
di shursenents have been nmade in accordance with
t he nortgage note.

F. Escr ow Accounts

1. Conpliance Requirenent . HUD requires that
nort gagees establ i sh escrow accounts and t hat
nort gagors nake nonthly paynents thereto, to insure
that funds will be available to pay taxes and
i nsurance prem uns. Each nonth the nortgagee nust
collect fromthe nortgagor an anmount which the
nortgagee estimates will be sufficient to enable it
to accunul ate funds so as to pay all escrow
obligations prior to delinquency, i.e., (a) nortgage
i nsurance prem uns, (b) taxes, special assessnents,
and ground rents, if any, (c) hazard insurance
premuns, if any, and (d) flood insurance prem uns
where required. The nortgagee shoul d anal yze the
escrow account, at l|least annually, to determne if
proj ected escrow bal ances will be sufficient to fund
escrow di sbursenents. Any projected escrow shortage
shoul d be collected by either (a) |unp sum payment
or (b) allocating the shortage over a 12-nonth
period. The nortgage instrunent provides the
authority for the nortgagee to accunul ate sufficient
escrow funds with which to pay the nortgagor's tax
and insurance bills thirty days prior to the time
the bills becone delinquent (HUD Handbook 4330. 1,
Chapter 2).

2. Suggest ed Audit Procedures

a. (btain an understanding of the policies and
procedures for reconciling custodial trust
account s.

b. @btain trial bal ances of individual escrow
accounts and reconcile or reviewthe
reconciliation of the total with the auditee's
control account and the rel ated bank account.
Test whether the auditee did not use escrow
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funds for |ate charges, assunption fees or any
pur pose ot her than specified above.

For sel ected nortgages, obtain the nost recent
escrow anal ysis, note whether it was prepared
not nore than one year ago, and whether nonthly
deposits appear adequate to provide for paynents
of taxes, insurance, etc., by review of actua
paynents or other evidence of anounts due (e.g.
tax assessnent notice or prospective rate

adj ust nent notices frominsurance conpanies).

Al so, test whether the nost recent real estate
tax bills for each account were paid. |[f not
paid within the discount period, inquire as to
reasons for the delay and test whether the
nortgagor retained the benefit of the discount,
and any | ate charges assessed were borne by the
auditee at its expense. Test whether the

nort gagor was furni shed a statenent of interest
pai d during the preceding year within 60 days
after the end of the cal endar year.

On accounts selected for review, inspect
supporting docunents for escrow di sbursenents
such as receipted invoices, tax bills, and
cancel ed checks.

Test whether escrow funds are deposited in
accounts fully insured by the Federal Deposit

| nsurance Corporation (FDIC, or National Oedit
Uni on Adm ni stration (NCUA) and whet her the
audi tee covered any overdrafts on sel ected
accounts by advancing its own funds to custodi a
accounts so that FDI C or NCUA insurance
protection was not inpaired. HJUD regul ations
neither require or forbid that escrow accounts
bear interest. However, in those cases where
accounts are interest bearing, test whether
interest earned, |ess expenses, is passed on to
t he nortgagor

Test whether the auditee advises the nortgagor
of the amount of any surplus escrow funds in
accordance with HUD requi renents.

Revi ew the policies and procedures that the
audi tee has established to ensure that bills
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payabl e fromthe escrow fund or the information
needed to pay such bills is obtained in advance
of the due date.

h. For any bills paid |ate by the auditee,
determne that any | ate charges/penalties
assessed are paid out of the auditee's funds and
not the nortgagor's funds.

i. Inquire whether the auditee requires the
nortgagor to purchase hazard i nsurance coverage
fromthe auditee or froma specific conpany.
This practice may fall wi thin the purview of the
Sherman Anti-Trust Act.

j. Review selected | oan payoffs for evidence that

the auditee returns to the nortgagor the anounts
held in escrow for taxes and hazard insurance
within 30 days of receipt by the nortgagee of
payof f funds.

G Section 235 Assistance Paynents

1

Conpl i ance Requirenent . Under Section 235, HUD
sends assi stance paynents to the nortgagee on behal f
of the nortgagor as long as the nortgagor is
eligible for the paynments. HJD executes a contract
with the nortgagee for each nortgage. Once a
nortgage is insured, nmany of the initial eligibility
criteria cease their applicability, however, the
nortgagor nust neet other continuing eligibility
criteria. In addition, the nortgagee nust secure
recertifications of inconme, famly conposition,
occupancy and enpl oynent at |east annually and as

ot herw se requi red by HUID (HUD Handbook 4330.1
REV- 3, Chapter 10).

Suggest ed Audit Procedures

a. Select a representative sanple of nortgagors
recei ving Section 235 Assistance Paynents from
the records of the nortgagee.

b. Review the nmathenmatical accuracy of Form
HUD- 93102, Mortgagee's Certification and
Application for Assistance of Interest Reduction
Paynments, and Form HUD- 300, Monthly Summary of
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Assi stance Paynments Due Under Sections 235(b),
235()), or 235(i) or of Interest Reduction
Payments Due Under Section 236, or equival ent
conputer printout. Report on any discrepancies.

Conpare a sanple of HUD 93102s to copies paid by
the U S Treasury to determne that the dollar
anmounts are identical. A so, conpare the nunber
of Section 235 | oans shown on the billing to the
Treasury to the records of the nortgagee's
servicing portfolio. Report on any

di screpanci es. Copies of the paid HJUD 93102s
can be obtai ned from

D rector, CGeneral Accounting Qperations D vision
G fice of Finance and Accounting - HUD

451 Seventh Street, SW Room 3222

Washi ngton, DC 20410-4500

Sel ect a sanple of individual |loan files and:

(1) Exam ne docunentary evidence that the
nort gagee obtai ned and verified information
concerni ng nortgagor incone, famly
conposi tion and occupancy of the property.

(2) Test the mathematical accuracy of
assi stance paynents conputed by the
nortgagee and trace to the Form HUD 300 or
conputer printout. Tests should include
both Formula | and Fornula Il conputations
and factors used in conputations.
Determne that the formula providing the
greater/l esser anmount of assistance was
used.

(3) Ascertain that the recertification was
conpleted in a tinmely manner by the
nortgagor i.e., no sooner than 60 days
before and no | ater than 30 days after the
nortgage anniversary date. |If the
recertification was not conpleted tinely,
ascertain whether the auditee acted to
suspend t he assi stance paynents contract.
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(4) Reviewthe nortgagee's records of | oans
subject to recapture of assistance paid on
behal f of nortgagors for documentation of
t he cunul ative assistance paid so that it
can be recaptured (Mrtgagee Letter 81-38).

H Federal Financial and Activity Reports

1

Conpl i ance Requirenent . Mortgagees participating in
HUD- assi sted activities are required to ensure that
financial status, Single Famly Default Monitoring,
and reports required under the Hone Mortgage

D sclosure Act contain reliable data and are
presented in accordance with the terns of applicable
agreenents between the entity and HUD. The

i ndi vi dual agreenents, Handbooks and Mort gagee
Letter contain the specific reporting requirenents
that the nortgagee is to follow (Handbooks 4330.1
REV-3, Chapter 7 and 4155.1 REV-4, Chapter 3;

Mort gagee Letter 95-3).

Suggest ed Audit Procedures

a. ldentify all HU>required financial and activity
reports by inquiry of the nortgagee.

b. btain an understanding of the auditee's
procedures for preparing and review ng the
required reports.

c. Select a sanple of financial reports, other than
t hose which are included in the audited
financial statenments, and determne that the
reports selected are prepared in accordance with
HUD i nstructi ons.

d. Select a sanple of activity reports and
determne that the reports selected are prepared
i n accordance with HUD requirenents.

e. For the sanples, trace significant data to
supporting docunentation, i.e. worksheets,
| edgers, etc. Report all material differences
bet ween sel ected reports and nortgagee records.
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Revi ew significant adjustnments nade to the
general |edger accounts affecting HJUD assi sted
activity and evaluate for propriety.

Ki ckbacks

1. Conpliance Requirenent . HUD regul ations prohibit

nort gagees from payi ng any fee, Kkickback,
conpensation or thing of value, including a fee

representing all

or part of the lender's origination

fee to any person or entity other than for services
actually performed or to any person or entity for
referral of the loan or as a finder's fee (24 CFR
202.5(1).

2. Suggest ed Audit Procedures

a.

(otai n the general |edger, cash journal,
cancel ed checks and supporting invoices for at
| east two nonths of the audit period.

Test whet her disbursenents are supported by an
invoi ce and were not for a unreasonabl e anmount
in return for goods or services actually
perforned. Reconcile and report on any

di ff erences.

During the review of |oan origination and | oan
settl enent docunents, the auditor shoul d be
alert for any fees or other types of paynents
whi ch may represent kickbacks. [If the auditor
not es any ki ckbacks or indications of it, these
shoul d be reported as a finding.

Mort gagee Approval Requirenents

1. Conpl i ance Requi r erent

A nonsupervi sed nort gagee

or loan correspondent shall have and maintain a net
worth, in assets acceptable to the Secretary, as
foll ows:
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Entity Type Anount

Loan Correspondent $50, 000 pl us $25, 000
per branch, up to
maxi mum of $250, 000.

D rect Endor senent

Nonsuper vi sed Mort gagees $250, 000 pl us 1% of
nortgage vol une in
excess of $25
mllion, upto
maxi mum net worth of
$1 million

Miltifamly only
Nonsuper vi sed Mort gagees $250, 000

For nonsupervi sed nort gagees and | oan correspondents approved by
HUD for program participation, at |east 20 percent of the

adj usted net worth nust be in liquid assets (cash, cash
equi val ents or marketabl e securities) up to a maxi numof $100, 000
(24 CFR 202.7(b)(2) and 202.8(b)(4)).

Al nortgagees, but not | oan correspondents, shall maintain both
fidelity bond and errors and om ssions insurance of at |east
$300, 000 each. (24 CFR 7(b)(5)).

2. Suggest ed Audit Procedure

Test whet her the nonsupervi sed nortgagee or |oan
correspondent neets the required | evels for
adjusted net worth, liquid assets, fidelity bond
coverage and errors and om ssions bond, per
Handbook 4060.1 REV-1.

7-6 ADJUSTED NET WORTH

A REQUREMENT . An FHA conputation of Adjusted Net Wirth
is required for all nonsupervised nortgagees and | oan
correspondents even if there were no | oans origi nated
or serviced during the audit period. The required
anmount, whi ch nmust be mai ntai ned throughout the year,
varies by programparticipant type and approval date
per the guidance in Section J, Mrtgagee Approval
Requi renents. Were the nortgagee/l oan correspondent
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is a subsidiary, the adjusted net worth conputation
must focus on the assets and liabilities of the

i ndi vi dual (non-consolidated) entity with the HID audit
requirenent.
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B.  WNACCEPTABLE ASSETS FOR GOMPUTATI ON G- ADJUSTED NET
WORTH

1. Any asset or portion thereof pledged to secure
obligations of another entity or any person.
Supervised institutions that provide financia
services to incorporated communities are sonetines
required by State law to pledge their assets for
the benefit of the comunity. These pl edged assets
are acceptable for supervised institutions only.

2. An asset due froman officer or stockhol der of the
nortgagee or froma related entity, except for:

o] A construction | oan receivabl e, secured by
a first nortgage, froma related entity.

o] A nortgage | oan receivabl e established in
the normal course of business in an arm's
I ength transaction and secured by a first
nortgage on the related property.

o] A receivable froma related party where
the affected parties have executed a
cross-default agreenent ' or corporate
guar ant ee agreenent 2 with G nnie Me.

3. Aninvestnent in arelated entity in which any
of ficer or stockhol der of the nortgagees has a
personal interest ® unrelated to that person's
position as an officer or stockhol der of the
nor t gagee.

A cross default agreenent is an agreenent between rel ated
affiliated G nnie Mae issuers which provides for the default of
all affiliated issuers in the event of a default by any one of
t hem

2A corporate guarantee agreenent is an agreenment where the
i ssuer's parent guarantees the performance of the issuer.

"Personal interest" as used here indicated a relationship
bet ween the nortgagee and a person or entity in which that
specified person (e.g. spouse, parent, grandparent, child,
brother, sister, aunt, uncle, or in-law) has a financial interest
inor is enployed in a nanagenent position by the nortgagee.
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10.

11.

That portion of an investnent in a joint venture,
subsidiary, affiliate, and/or other related entity,
which is greater than equity, as adjusted. "Equity
as adj usted" neans the book val ue on the books of
the related entity reduced by the anmount of
unaccept abl e assets carried by the related entity.

Any intangi bl e asset, such as goodw ||, covenants
not to conpete, franchise fees, organization costs,
val ue pl aced on insurance renewal s, and val ue

pl aced on property managenent contract renewal s.

The val ue of any servicing contract not determ ned
i n accordance with SFAS No. 65, Accounting for

Certain Mrtgage Banking Activities and SFAS 125,
Accounting for Transfers and Servicing of Financial

Assets and Extingui shnents of Liabilities , or
subsequent revi sions thereto.

Any asset not readily marketable and for which

apprai sed val ues are very subjective. Exanples
include, but are not limted to, antiques, art

wor k, and genst ones.

That portion of any nmarketable security (listed or
unlisted) in excess of the | ower of cost or narket,
except for shares of Fannie Mae stock required to
be hel d under a servicing agreenent, which should
be carried at cost.

Any anmount in excess of the |ower of cost or mnarket
val ue of nortgages in forecl osure, construction
| oans, or property acquired through foreclosure.

Any asset which is principally used * for the
personal enjoynent or benefit of an officer,
director or stockhol der and not for nornal business
purposes. This includes autonobiles and personal
resi dences.

" her Assets" unless the financial statenments are
acconpani ed by a schedul e prepared by the
i ndependent auditor or schedul e prepared by the

“Principally used" nmeans that any other use of the property

nmust be solely incidental.
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12.

i ssuer/ nortgagee and signed by an officer of the
I ssuer/ nort gagee.

That portion of contributed property, not otherw se
excluded, in excess of the value as of the date of
contribution determ ned by an i ndependent

appr ai sal .
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ATTACHVENT A

REPCRT COF | NDEPENDENT AUDI TORS ON CONSCLI DATI NG BALANCE SHEET AND
STATEMENT OF | NCOME

Board of Drectors
ABC Fi nanci al Corporation

VW have audited, in accordance with generally accepted auditing
standards and Government Auditing Standards, the consoli dated
financial statenments of ABC Financial Corporation and

subsi diaries as of Decenber 31, 1991 and have issued our
unqual i fi ed opi nion thereon dated January 24, 1992 included on
page "XX' [identify report]. Qur audit was conducted for the

pur pose of formng an opinion on the consolidated financi al
statenents taken as a whole. The follow ng consolidating bal ance
sheet and statenent of incone on pages "XX' and "XX "
respectively, are presented for purposes of additional analysis
and are not a required part of the consolidated financia
statenents of ABC Financial Corporation and subsidiaries. Such

i nformation has been subjected to the auditing procedures applied
in our audit of the consolidated financial statenents and, in our
opinion, is fairly stated in all material respects in relation to
the consolidated financial statenments taken as a whol e.

This report is intended for the information of the audit
comm ttee, nanagenent, and HUD. However, this report is a natter
of public record and its distributionis not Iimted.

[ Firm Signat ur e]

[ Dat €]
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COMPUTATI ON G- ADJUSTED NET WORTH
FOR APPROVAL OF NONSUPERVI SED MORTGAGEES
Or'HER THAN LQAN CORRESPONDENTS

M ni mrum Net Worth Required

St ockhol ders Equity (Net Worth)
per Bal ance Sheet

Less Unacceptabl e Assets

Adj usted Net Worth for HUD
Requi r ement Pur poses

Adj usted Net Worth ABOVE Anount
Requi r ed

Adj usted Net Worth BELOW Anount
Requi r ed

Attachnent B

$__ 250,000

7-27
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Attachnent C

COWPUTATI ON OF ADJUSTED NET WORTH FOR APPROVAL AND
RECERTI FI CATI ON OF NONSUPERVI SED LQAN CCORRESPONDENTS

Hone O fice $50, 000

2. Add:

Branch Ofice $__ 25,000
x Nunber of Branch O fices
Subt ot al $

Tot al $

Net Worth Required $
(I esser of $250,000 or Line 3)

Onners' Equity (Net Worth) per $
Bal ance Sheet

Less Unacceptabl e Assets $

Adj usted Net Worth for HUD $
Requi rement Pur poses

Adj usted Net Worth ABOVE Anount $
Requi r ed

Adj usted Net Worth BELOW Anount $
Requi r ed
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Attachnent D

COMPUTATI ON G- ADJUSTED NET WORTH
FOR RECERTI FI CATI ON GF NONSUPERVI SED MORTGACGEES
Or'HER THAN LQAN CCORRESPONDENTS

1. Servicing Portfolio* at: $
(end of fiscal year under audit)
2.  Add:
Qiginated* during fiscal year $
Pur chased* from Loan $
Cor respondent during fiscal
year
Subt ot al $
3. Less:
Amount s included in Line 2:
Servi cing retained $
Loan Correspondent purchases $
retai ned
Subt ot al $
Tot al $
1% of Line 4 $
M ni num Net Worth required $

(Geater of $250,000 or Line 5)

7. Net Worth Required $
(Lesser of $1, 000,000 or Line 6)

St ockhol ders Equity (Net Worth) $
per Bal ance Sheet

Less Unacceptabl e Assets $
Adj usted Net Worth $

Adj usted Net Worth ABOVE Anount $
Requi r ed

Adj usted Net Worth BELOW Anount $
Requi r ed

* HUO FHA insured single famly nortgages only. Include Hone
Equity Conversion Mrtgages (HECQWs) at maxi num cl ai m anount .
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EXAMPLE

COMPUTATI ON G- ADJUSTED NET WORTH
FOR APPROVAL OF NONSUPERVI SED MORTGAGEES
Or'HER THAN LQAN CORRESPONDENTS

M ni num Net Wrth Required

St ockhol ders Equity (Net Vérth) $__ 345,678
per Bal ance Sheet

Less Unacceptabl e Assets $__ 54,321

Adj usted Net Worth for HUD
Requi rement Pur poses

Adj usted Net Worth ABOVE Anount
Requi r ed

Adj usted Net Worth BELOW Anount
Requi r ed

Attachnent E

$250,000

$ 291, 357

$ 41, 357
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Attachnent F

EXAMPLE

COWPUTATI ON OF ADJUSTED NET WORTH FOR APPROVAL AND
RECERTI FI CATI ON OF NONSUPERVI SED LQAN CCORRESPONDENTS

Home O fice $50, 000
2. Add:
Branch Cfice $__ 25,000
x Nunber of Branch O fices 9
Subt ot al $__ 225,000
Tot al $ 275, 000
4. Net Worth Required $ 250, 000
(I esser of $250,000 or Line 3)
Onners' Equity (Net Worth) per $ 321,098
Bal ance Sheet
Less Unacceptabl e Assets $ 45, 678
Adj usted Net Worth for HUD $ 255,420
Requi rement Pur poses
Adj usted Net Worth ABOVE Anount $ 5,420
Requi r ed
Adj usted Net Worth BELOW Anount $
Requi r ed
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Attachnent G

EXAMPLE
COMPUTATI ON G- ADJUSTED NET WORTH
FOR RECERTI FI CATI ON GF NONSUPERVI SED MORTGACGEES
Or'HER THAN LQAN CORRESPONDENTS

1. Servicing Portfolio* at:
6/ 30/ 97

(end of fiscal year under audit)

2.  Add:

Oiginated* during fiscal year

Pur chased* from Loan

Cor respondent during fiscal

year
Subt ot al

3. Less:
Amount s included in Line 2:
Servi cing retained
Loan Correspondent purchases
ret ai ned
Subt ot al

Tot al
1% of Line 4
M ni num Net Wrth required

(G eater of $250,000 or Line 5)

7. Net Wrth Required

(Lesser of $1,000,000 or Line 6)

St ockhol ders Equity (Net Worth)
per Bal ance Sheet

Less Unacceptabl e Assets
Adj usted Net Wrth

Adj usted Net Worth ABOVE Anount
Requi r ed

Adj usted Net Worth BELOW Anount
Requi r ed

* HUD FHA insured single famly nortgages only.

$ 23, 900, 000
$ 46, 500, 000

$ 13, 000, 000
$ 25, 000, 000

$ _1.000.000

$ _3, 456,789

$__ 345,678

$ 87,654, 321

$ 70, 400, 000

$ 38, 000, 000
$20, 054, 321
$_1,200,543
$_1,200,543

$_3.111,111
$_2,111,111

$

I ncl ude Hormre

Equity Conversion Mrtgages (HECWMs) at maxi num cl ai m anount .
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e. Auditors will be able to convey nonmaterial instances of noncompliance to
management via management letter or other type of auditor communication as
long as the requirements of chapter 2, paragraph F, are followed. Chapter 2
requirements include that the existence of a management letter or other type of
auditor communication must be mentioned in the independent auditor’s report,
the date of issuance is to be included, it must be provided to HUD with the
audit report package, and it is not be used to report findings that were resolved
before the audit report was issued.

f. Paragraph 8-8 was added to provide a contact point for questions that may
arise during the course of the audit.

4. Filing Instructions:
The issuance of this chapter cancels chapter 8, dated August 1997.
Remove Insert
Chapter 8, dated August 1997  Chapter 8, dated September
2006
5. Effective Date:
This chapter is effective and can be used upon issuance. The requirements in this

chapter shall apply to audits of profit-motivated sponsors/entities with fiscal years
ending on or after December 31, 2006.

A1)

_ =5 B K
Kenneth M. Donohue
Inspector General, G

2 September 2006
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