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This report presents the results of our review of Rural Development’s (RD) controls for the
Community Facilities (CF) Direct Loan and Grant Programs (CF Program). The objectives of
our review were to examine RD’s controls for the CF Program and determine if Rural Housing
Service (RHS) is properly administering these programs. Our review found that RD has effective
management controls for its CF Program. The results of compliance testing disclosed that RHS
complied with the regulations and policies and properly administered the requirements for the
CF Program. Since this report contains no recommendations, no followup response or action by
RHS is required. Therefore, this audit is closed upon issuance of this report.

BACKGROUND

The CF Program, helps develop essential CFs* for public use in rural areas. RD makes direct loans
to develop essential CFs in rural areas and towns of up to 20,000 in population. Direct loans may be
used to construct, enlarge, or improve CFs for health care, public safety, and public services. In
addition, the CF Program provides grants to develop essential CFs in rural areas

! An essential CF is one that (a) supports a function customarily provided by a local unit of Government; (b) is a public
improvement needed for orderly development of a rural community; (c) does not include private affairs, commercial, or
business undertakings (except for limited authority for industrial parks); and (d) is within the area of jurisdiction or operation
for the public bodies eligible to receive assistance or a similar local rural service area of a not-for-profit organization owning
and operating an essential CF. These facilities include schools, libraries, childcare centers, hospitals, medical clinics, assisted
living facilities, fire and rescue stations, police stations, community centers, public buildings, and transportation.



and towns up to 20,000 in population. Grants may be made in combination with other CF financial
assistance, such as direct loans. CF grants are used for the same purposes as direct loans.

RD area offices process direct loan and grant applications for applicants. Area offices accept loan
applications and serve as a local contact point, while the State offices monitor the loanmaking
process and provide assistance to area offices. RD’s National Office plans, coordinates, and
maintains control of the CF Program.

The regulations for RD’s CF Program are set forth in Title 7 of the Code of Federal Regulations
(CFR), Part 1942-A, “Loanmaking Procedures,” and Part 1951-E, “Loan Servicing Procedures.”
The CF grant regulations are set forth in Title 7, part 3570-B of the CFR. In addition, State directors
may authorize and distribute State issuances to provide additional guidelines and procedures to
supplement program regulations.

Title 7, part 1940-L of the CFR sets forth regulations for allocating RD loan and grant funds. CF
funds are allocated to States annually based on specific formulas. In addition to their annual
allocations, States may have access to additional funds through the reserve fund maintained by the
national office. The reserve fund provides flexibility in meeting situations of unexpected or
justifiable need occurring during the fiscal year. Reserve funds are only available after a State has
allocated or obligated all funds for particular projects.

RD’s fiscal year (FY) 2005 budget provided $300 million in direct loans and $17 million in grants.
In FY 2005, the CF Program provided 12 million rural residents with access to new or improved
essential CFs, such as health and safety facilities. RD’s FY 2004 and 2003 budgets provided
$500 million and $261 million, respectively, in direct loans and $16 million and $19 million,
respectively, in grants.

OBJECTIVES

The review’s objectives were to examine RD’s controls over the CF Program and determine if RHS
is properly administering these programs.

SCOPE AND METHODOLOGY

The scope included FYs 2003 through 2005. Fieldwork was performed at RD’s National Office,
two judgmentally selected RD State offices, four judgmentally selected area offices, and a
judgmentally selected sample of projects funded by CF direct loans and/or grants. We selected
the State offices based on the direct loan funding during our audit period. Area offices and
projects were selected based on locations with a variety of loan amounts with differing approval
levels and a wide range of projects.

We reviewed laws, regulations, and directives that govern or affect the CF Program. We also
reviewed RD’s consolidated financial statements, strategic plan, annual performance plans, and
Office of Management and Budget’s Program Assessment Rating Tool for the CF Program. In
addition, we reviewed RD’s mission statement and organizational chart to become familiar with



the CF Programs’ purpose and authoritative structure. We interviewed RD and RHS officials and
solicited their comments and/or concerns regarding the CF Program.

We reviewed and analyzed RD’s management controls at the national, State, and area offices
pertaining to the CF Program to determine whether RHS is administering these programs in
accordance with regulations and policies. We also conducted tests and field visits at selected
projects to determine if RD properly ensured loan and grant recipients met eligibility
requirements; projects/applicants in the neediest rural communities received funding for essential
community facilities; and loan and grant funds were used in accordance with RD regulations and
the loan and/or grant agreements.

We conducted the review in accordance with generally accepted government auditing standards
and in accordance with the policies and procedures set by the Office of Inspector General.

AUDIT RESULTS

Our review found that RD has adequate management controls in place for administering the CF
Program. We also concluded that the RD national, State, and area offices are complying with the
policies and procedures for administering these programs. The results of our analysis and
compliance testing follow.

National Office

We obtained an overview and written documentation of the Departmental policies and
procedures related to the CF Program. We also obtained an explanation from agency officials
detailing/defining the requirements of a rural® and/or needy community for essential CFs and
obtained any supplemental policies governing the eligibility and funding requirements for the CF
Program.

We reviewed RD’s internal control systems for ensuring that CF direct loan and grant funds are
allocated in accordance with regulations and policies. The national office’s role is to ensure
funds are made available to applicants in very needy communities and projects are approved for
applicants that meet program eligibility requirements. The national office approves all loan and
grant requests over $3 million along with all reserve fund requests.

Our review found that the national office properly prioritized projects to receive CF reserve
funds. We also assessed that the national office’s outreach efforts are adequate to ensure the CF
Program is provided to the neediest rural communities for essential CFs. RD’s internal control
system is adequate for ensuring CF direct loan and grant funds are used in accordance with
regulations. In addition, we found that the CF Program has had a low delinquency rate for the
past 3 fiscal years.

We interviewed RD’s Government Performance Results Act (GPRA) coordinator to gain an
understanding of the agency’s implementation of GPRA requirements. We also interviewed the
Office of Budget and Program Analysis officials to determine if they had any concerns or

2 Rural and rural area is defined as a city, town, or unincorporated area that has a population of not more than 20,000 inhabitants.



questions regarding the CF Program applicable to the scope of our review. RD’s FYs 2003
through 2005 Federal Managers’ Financial Integrity Act reports did not disclose any material
weaknesses with the CF Program directly related to the review objectives.

While at the national office, we obtained CF program data on the number of projects and funding
allocations by State for FYs 2003 through 2005. From this data we judgmentally selected North
Carolina and Virginia as States to conduct our review because these States had the highest dollar
volume for direct loans during our audit period.

State Offices

Our analysis found that the North Carolina and Virginia RD State Offices had adequate controls
for ensuring loan and/or grant recipients met eligibility requirements; projects/applicants were in
needy rural communities and received funding for essential community facilities; and loan and grant
funds were used in accordance with their loan and/or grant agreements.

Both State offices issued supplemental guidance (i.e., administrative notices) during the last 3 fiscal
years related to the CF Program. This guidance was in conformance with national office guidance
and regulations and was used as clarifications, reminders, and refreshers to field office officials on
existing program regulations. We determined that North Carolina’s and Virginia’s outreach
programs are adequately informing rural communities about the CF Program. State officials attend
meetings, speak to groups, annually track and review each area office’s outreach efforts, and
develop additional guidance to assist area offices in their outreach efforts.

These State offices are adequately ensuring loans and grants are made to applicants in very rural
areas to develop essential facilities by reviewing every CF loan file originated in their area/field
offices, using the most recent census data for population and income information, and following the
requirements of RD policies. Both State offices are also in compliance with regulations for the
prioritization/selection and funding of CF projects and the prioritization/selection of projects to
receive national reserve funds. Projects are prioritized and selected using priority score sheets
(Guide 26 of RD Instruction 1942-A and Form 3570-1 of RD Instruction 3570-B).

North Carolina and Virginia’s universe of CF direct loans and grants authorized during FYs 2003
through 2005 were obtained from the State offices. The universe data was used to select two area
offices from each State to conduct fieldwork and perform our review of the CF Program. The North
Carolina Waynesville and Kinston area offices were selected, along with the Virginia Harrisonburg
and Lynchburg area offices. These offices were selected for review based on having at least one
loan in each of the three approval level categories (i.e., loans/grants $1 million and under approved
at area offices, $1 to $3 million approved at State offices, and $3 million and over approved at the
national office) and having a wide range of CF projects.

Area/Field Offices

Our review found that all four area offices had adequate controls for the CF Program and were in
compliance with program regulations. The four area offices had adequate controls for ensuring loan



and grant recipients met eligibility requirements; projects/applicants in very rural communities
received funding for essential community facilities; and loan and grant funds were used in
accordance with their loan and/or grant agreements.

The area offices perform various types of outreach throughout the year (participate in meetings,
mail out informative memos, etc.) and maintain contact with local town and county officials. The
area offices also have quarterly outreach reports and outreach databases/plans. The area offices
utilize Guide 26 and Form 3570-1 to score projects/applicants and prioritize CF loans/grants for
selection and approval. Projects were prioritized based on an area’s population, median household
income, and types of projects. Once projects were prioritized, the area offices properly forwarded
the applications to the State office for its review and approval.

The audit team reviewed six FY 2005 approved CF loan applications (one loan had a corresponding
grant) from the two North Carolina area offices and five FY 2005 loan applications (two loans had
corresponding grants) from the two Virginia areas offices. All FY 2005 approved loans and grants
reviewed met the eligibility requirements and were given to needy communities with low
populations and median household incomes. These applications also were properly prioritized,
scored on the priority scoring sheets, and were sent to the State offices for final review and
approval. The audit team also reviewed CF applications that were rejected in FY 2005 and
determined these applications were properly rejected because the applicants were not eligible
borrowers or did not meet the eligibility requirements of the CF Program. There were no issues or
deficiencies with the sample of FY 2005 CF applications tested at the four area offices visited.

All four area offices complied with their controls for ensuring direct loan and/or grant funds were
used in accordance with legislation and their loan/grant agreements, and that the loans and/or grants
were made to projects in very rural communities. The audit team reviewed the loan files and visited
the actual project sites for eight CF approved direct loan applicants from FY 2003 to 2004 (two of
these had corresponding grants). Two loans/projects were selected from each area office. Criteria
included selecting one loan in each of the three approval level categories, choosing a variety of
project types, selecting one small loan (under $1 million) and one large loan (over $1 million), and
selecting projects that were complete or substantially complete. The eight projects reviewed were in
rural areas with low populations and median household incomes, for essential community facilities,
and met eligibility requirements. Loan and grant funds for these projects were used in accordance
with RD regulations, their agreements, and project plans. The tested sample of expenses charged to
the projects matched the total amount of funds advanced by RD and were traced back to supporting
invoices. The accounting records of all the projects coincided with the deposits and withdrawals on
bank statements and canceled checks. There were no issues or deficiencies with the sample of
FY 2003 through 2004 CF projects tested at the four area offices visited.

Based on our overall review results, we concluded that no further audit work was warranted at this
time.

We appreciate the courtesies and cooperation extended to us by members of your staff during the
review. If you have any specific questions, please contact me at (202) 720-6945, or have a member
of your staff contact Philip T. Cole, Director, Rural Development and Natural Resources Division,
at (202) 690-4483.
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