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This report presents the results of our audit of the controls over lending activities in the Single 
Family Housing Guaranteed Loan Program. Our audit evaluated the systems and processes to 
ensure that lenders (1) submit accurate and legitimate borrower eligibility data and (2) set 
interest rates on loans within agency guidelines. 
 
The agency’s response to the draft report, dated June 12, 2009, is included as exhibit A, with 
excerpts and the Office of Inspector General’s position incorporated into the relevant sections of 
the report. Based on the response, we have reached management decision on all 
recommendations in the report. Please follow your agency’s internal procedures in forwarding 
documentation for final action to the Office of the Chief Financial Officer. 
 
The American Recovery and Reinvestment Act of 2009 (Recovery Act) included almost  
$10.5 billion in funds to guarantee single-family housing loans in rural areas. Congress, in 
enacting the Recovery Act, emphasized the need for accountability and transparency in the 
expenditure of the funds. Since the issues in this report will directly impact funds disbursed as 
part of the Recovery Act, we recommend the agency strive to implement the corrective actions as 
agreed to in the report. 
 
We appreciate the courtesies and cooperation extended to us by your staff during the audit. 
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Executive Summary 
 

 
Results in Brief This report presents the results of our audit of Rural Development’s Single 

Family Housing (SFH) Guaranteed Loan Program. As of October 31, 2008, 
the agency’s portfolio consisted of more than 246,000 guaranteed loans 
totaling nearly $22 billion. We initiated this audit, in part, because of a recent 
Office of Inspector General investigation of a lender in Michigan who 
submitted false documents to obtain loan guarantees from Rural 
Development. This investigation disclosed that the agency paid fraudulent 
loss claims of at least $1.75 million on 33 loans. The numbers and total losses 
could be higher than reported because not all loans guaranteed by Rural 
Development for the lender were included in the investigation. Another 
reason for performing our audit was that the U.S. Department of Justice has 
expressed concern that some lenders were not setting the correct interest rate 
on loans guaranteed by the Government. 

 
Our primary objective was to determine if the agency had adequate internal 
controls to prevent or detect such activities. In particular, our objective was to 
ascertain if the Rural Housing Service (RHS), which develops policy for the 
program, had adequate controls to ensure that lenders submit accurate and 
legitimate borrower eligibility data and that lenders set interest rates on loans 
within agency guidelines. Our audit found that lenders could submit false 
borrower eligibility documents with little risk of detection and some lenders 
had set interest rates too high on loans. 

 
Lenders Were Able to Submit False Eligibility Data With Borrower 
Applications 
 
Overall, our tests of 68 judgmentally selected guaranteed loans submitted to 
Rural Development by 6 lenders in Michigan (not including the one lender 
under investigation) did not identify any falsified borrower data. However, 
we did determine that lenders could submit false documents with little risk of 
detection by agency staff. This condition exists because the agency does not 
verify information with an independent source, such as borrower income with 
employers. Instead, it relies on lenders’ internal quality control (QC) reviews 
to ensure the accuracy and legitimacy of information submitted with loan 
guarantee applications. Our audit disclosed that lenders’ QC reviews were 
deficient because their plans, which describe in detail the actions to be taken, 
were generally either inadequate or not fully adhered to by lenders.  
 
The agency’s reliance on lenders’ internal QC reviews presents a serious 
concern in that lenders are reviewing themselves. The risk in this self-
evaluation process is that lenders will not detect and report identified 
problems. Furthermore, lenders perform the QC reviews after the agency 
provides its guarantee on loans. According to agency officials, it may be 



 

 

USDA/OIG-A/04601-0017-Ch  Page ii
 

 

                                                

difficult to rescind the guarantee if a lender later reports a problem with the 
loan. This is especially difficult if the lender has sold the loan to another 
financial institution, which is a common practice in the mortgage industry. 
This practice involves the sale of loans from originating lenders to other 
financial institutions that will service the loans. Presumably, those lenders 
purchase the loans without any knowledge of problems perpetrated by 
originating lenders.  
 
We questioned RHS officials about requiring agency field staff to verify 
information submitted by lenders for accuracy and legitimacy. They stated 
that it would be difficult, if not impossible, for the agency’s roughly  
1,000 employees, some who only work part-time in this program and others 
who do not process guaranteed loans at all, to process the approximately 
30,000 loan guarantees issued each year and verify the data submitted with 
those applications. They added that neither the Departments of Housing and 
Urban Development (HUD) nor Veterans Affairs (VA), both of which also 
guarantee residential housing loans, verify borrower eligibility data. Thus, 
despite its limitations, the lender QC review is the more viable control 
measure available to the agency.  
 
RHS officials can improve the adequacy of lender QC reviews by developing 
specific minimum requirements to include in lender QC plans. For instance, 
lender plans did not always include provisions to review a specific number of 
agency guaranteed loans during the QC review process. Our review of 
regulations and discussion with officials at HUD and VA disclosed that they 
required this provision. In fact, HUD and VA procedures required that a 
minimum of 10 percent of agency guaranteed loans be examined during 
lender QC reviews.1 In our audit, we examined the QC plans for eight lenders 
and discussed the details of those plans with lender officials. We found that 
only two lenders had reviewed more than 10 percent of the loans guaranteed 
by the agency. 
 
Both HUD and VA also require lenders’ QC plans to review all branch 
offices, including every loan processor, officer, and underwriter involved in 
the processing of agency loans. For instance, VA requirements state that the 
sample must include loans processed by all officers and underwriters and a 
random selection that includes loans from all branch offices and authorizing 
agents. None of the eight lenders’ QC plans we examined met this 
requirement. 
 
Our audit disclosed that some lenders had also not adhered to provisions in 
their QC plans. For instance, one lender had a loan officer perform the QC 
review even though its plan stated that “the QC process would be 
independent of the loan origination process.” Agency officials did not detect 

 
1 Statistical sampling is allowed by both agencies when the volume of loans reaches set thresholds. 
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this type of noncompliance because the agency’s Lender Compliance Review 
(LCR) process did not evaluate lenders’ adherence to their QC plans. The 
agency uses the LCR process to monitor lender compliance with the agency 
guidelines. 
 
RHS officials agreed to develop specific lender requirements such as 
including 10 percent of all agency guaranteed loans in the QC review 
process. In addition, they plan to revise field staff lender monitoring 
procedures to verify that lenders perform QC reviews in accordance with 
agency guidelines.  
 
Improper Interest Rates 
 
Our audit also disclosed that some lenders had set interest rates on loans that 
were greater than the maximum allowed by the agency. In our audit, 4 of  
6 lenders reviewed in this area had set interest rates between 0.125 percent 
and 0.5 percent too high on loans for 11 of 123 judgmentally selected 
borrowers. The improper rates could cost the 11 borrowers more than  
$77,000 in excessive interest over the course of their 30-year guaranteed 
loans. This is significant since the loans were made to low- to moderate- 
income individuals, many of whom had defaulted on their loans.  
 
RHS had not established policies and procedures that required field staff to 
verify interest rates set by lenders were within required limits. In addition, 
RHS did not require lenders to submit the actual date borrowers locked in 
their interest rate with lenders. Field staff needs this date to determine if the 
interest rate set by lenders complies with agency guidelines. Based on our 
discussions, agency officials have begun corrective actions to resolve the 
interest rate issues identified during our audit.  

 
Recommendations  
In Brief We recommend that RHS require lenders to include specific provisions in 

their QC plans such as the review of (1) at least 10 percent of agency 
guaranteed loans and (2) all branch offices, including every loan processor, 
officer, and underwriter involved in the processing of agency guaranteed 
loans. We recommend that RHS develop procedures to monitor lenders 
compliance with the QC requirements. RHS should also require lenders to 
submit evidence of the date borrowers’ interest rates were set, and require 
field staff to verify that rates set by lenders are within agency guidelines.  
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Agency Response In their response, dated June 12, 2009, agency officials agreed with the 
findings and recommendations in the report. We have incorporated applicable 
portions of the response, along with our position, in the Findings and 
Recommendations section of this report. The agency’s response is included in 
its entirety as exhibit A of the report. 

 
OIG Position We agree with the corrective actions the agency plans to take and have 

reached management decision on all recommendations in the report. 
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Abbreviations Used in This Report 
 

 
Fannie Mae Federal National Mortgage Association  
FY  Fiscal Year 
HUD  U.S. Department of Housing and Urban Development 
LCR  Lender Compliance Review 
OIG  Office of Inspector General 
QC  Quality Control 
RHS  Rural Housing Service 
RD  Rural Development 
SFH  Single Family Housing 
SIR  State Internal Review 
USDA  U.S. Department of Agriculture 
VA  U.S. Department of Veterans Affairs 
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Background and Objective 
 

 
Background The U.S. Department of Agriculture, through the Rural Development mission 

area and the Single Family Housing Guaranteed Loan Program, guarantees 
the repayment of loans made by private lenders to low- and moderate-income 
borrowers for the purchase of residential housing in rural areas. A loan 
guarantee substantially reduces the lender’s risk of loss because Rural 
Development will reimburse up to 100 percent of the outstanding loan 
principal and interest if a borrower were to default. To qualify for a 
guarantee, lenders must ensure that each borrower has the ability to repay the 
loan. 
 
The Rural Development mission area administers the Single Family Housing 
Guaranteed Loan Program through the Rural Housing Service (RHS) national 
office in Washington, D.C., and its network of State, area and local offices. 
The RHS national office is responsible for establishing policy, procedures, 
and internal controls for the program. RHS officials provide guidance on 
program activity through RD Instruction 1980-D and perform compliance 
reviews of all mortgage lenders approved by the national office. 

 
We initiated this audit because of a recent investigation by the Office of 
Inspector General (OIG) into a lender who submitted false documents to 
Rural Development to obtain loan guarantees. According to the Federal 
Bureau of Investigation, 80 percent of all reported losses attributable to 
housing fraud involved collaboration or collusion with industry insiders.2 
Further, a recent study of mortgage and global banking institutions concluded 
that the most serious mortgage fraud risk is broker-facilitated fraud.3 The 
U.S. Department of the Treasury recently reported that mortgage fraud 
increased by 1,411 percent between 1997 and 2005.4 The U.S. Department of 
Justice recently expressed concern to OIG that some lenders were setting 
interest rates on guaranteed loans that were excessive and not in compliance 
with agency guidelines.  

                                                

 
Rural Development field offices are responsible for reviewing applications to 
verify that proposed loan guarantees are made to eligible applicants.5 Those 
offices also input information such as lender and borrower names, the amount 
loaned to the borrower, and the interest rate on the loan, into a database 
recordkeeping system. The database is the Guaranteed Loan System.  
 
The RHS national office is responsible for approving lenders to participate in 
the program on a nationwide basis. The agency’s field staff can approve 

 
2 U.S. Department of Justice, Federal Bureau of Investigation: Financial Crimes Report to the Public May 2005.  
3 BasePoint Analytics White Paper, Broker-Facilitated Fraud – The Impact on Mortgage Lenders, 2006. 
4 FinCen Mortgage Loan Fraud: An Industry Assessment based upon Suspicious Activity Report Analysis, November 2006. 
5 RD Instruction 1980.354, dated June 21, 1995. 
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lenders not authorized by the national office. These lenders generally have 
smaller operations and only operate in specific States. The agency’s field 
staff must review the activities of State-approved lenders to ensure 
compliance with agency regulations. The agency performs both State and 
national office Lender Compliance Reviews on 2 or 5-year cycles depending 
on the volume of loans originated by a lender.6  

 
Lenders use Form RD 1980-21, “Request for SFH Loan Guarantee,” to 
obtain a guarantee on a single-family housing loan. Along with this form, 
RHS requires lenders to submit documentation that supports the applicant’s 
eligibility to obtain a loan guarantee. These requirements include the lender’s 
underwriting analysis of the applicant’s repayment ability, a credit report for 
the applicant, an appraisal report for the property, and a verification of the 
applicant’s income.7 RHS requires lenders to certify on  
Form RD 1980-21 that the loan was made in compliance with program 
regulations. 

 
As of October 31, 2008, Rural Development’s portfolio consisted of more 
than 246,000 single-family housing guaranteed loans totaling nearly  
$22 billion. At that time, over 31,000 of those loans, totaling more than  
$2.6 billion, were in a delinquent status. In fiscal year 2008, the agency paid 
over $103 million in claims to financial institutions for losses attributed to 
borrowers who had defaulted on guaranteed loans.  

   
Objective To evaluate RHS’ internal controls over the loan guarantee process. 

Specifically, to determine if the agency had adequate internal controls to 
ensure that it did not guarantee loans based on false eligibility documents 
submitted by the lender, and that interest rates on loans were set within 
agency guidelines.  

 
 

 
6 RD Instruction 1980.309(g), dated June 21, 1995. 
7 RD Instruction 1980.353(c), dated June 21, 1995. 



 

 

USDA/OIG-A/04601-0017-Ch Page 3
 

 

Findings and Recommendations 
Section 1: Loan Origination Abuse 
 

 
Finding 1 Lender Quality Control Reviews and Agency Monitoring Efforts 

Need Strengthening To Prevent Loan Origination Abuse 
 
Mortgage lenders that participate in Rural Development’s Single Family 
Housing Guaranteed Loan Program could submit false borrower eligibility 
documents without detection by agency officials. Although the Office of 
Inspector General (OIG) recently investigated a lender that committed such 
an act, we were unable to identify additional instances through our review of 
68 delinquent loans at 6 other lenders in the same State. However, Rural 
Development remains vulnerable to lenders submitting false documents 
because of weaknesses in lenders’ internal quality control (QC) reviews, the 
agency’s lender compliance review (LCR) process, and the agency’s State 
Internal Review (SIR) process. These weaknesses create an environment in 
which Rural Development’s portfolio could include loans made to ineligible 
borrowers. For example, the OIG investigation uncovered that Rural 
Development’s portfolio included 46 guaranteed loans made to ineligible 
borrowers. Out of those loans, 33 have already defaulted, resulting in 
avoidable loss claim payouts of more than $1.75 million. 
 
The Rural Housing Service (RHS) requires lenders to submit  
Form RD 1980-21, “Request for Single Family Housing Loan Guarantee,” 
along with documentation supporting applicants’ eligibility, to obtain a loan 
guarantee.8 To ensure that the information submitted with  
Form RD 1980-21 is accurate and legitimate, RHS requires lenders to 
develop and implement internal QC procedures and provide a QC plan to the 
agency prior to becoming an approved lender.9 However, RHS does not 
require lenders to perform specific procedures during the reviews or include 
specific provisions in QC plans. We concluded that the lenders’ QC reviews 
are the agency’s key control to prevent the submission of false borrower 
eligibility information. To ensure lenders comply with agency regulations, 
the agency reviews the activities of all lenders on 2 or 5-year cycles 
depending on the volume of loans originated by a lender.10  
 
We are concerned that Rural Development’s Single Family Housing 
Guaranteed Loan Program is vulnerable to abuse. Our concerns are based on 
internal control weaknesses in three areas. The first weakness involves the 
lender QC review process, which the agency relies on as its primary control 
to prevent lenders from submitting false documents with applications for loan 
guarantees. The second weakness involves the agency’s oversight of lender 

                                                 
8 RD Instruction 1980.353(c), dated June 21, 1995. 
9 RD Instruction 1980.309(b)(1)(v), dated June 21, 1995. 
10 RD Instruction 1980.309(g), dated June 21, 1995. 
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activities through periodic LCRs. Our last concern relates to the agency’s 
monitoring of field staff through the SIR process. The following sections 
describe our concerns in each area. 
 
Lender Quality Control Reviews 
 
To verify the legitimacy of borrower eligibility information, agency officials 
rely on lenders’ internal QC reviews. The agency’s reliance on these reviews 
presents some serious concerns. First, lenders perform the reviews after the 
agency has issued the loan guarantee. According to RHS officials, it may be 
difficult to rescind a guarantee if an originating lender has sold the loan to 
another (secondary) financial institution, which is a common practice in the 
mortgage industry. Presumably, the secondary lenders purchase the loan 
without any knowledge of problems perpetrated by originating lenders. Rural 
Development regulations require agency officials to honor the loan 
guarantee, and pay the loss claim, unless they can prove the secondary lender 
knew of the fraud or misrepresentation at the time the loan was purchased 
from the originating lender.11 
 
Secondly, lenders perform QC reviews on loans they originate. Since the 
agency’s recourse would need to be against the lender that originated the loan 
with false documents, that lender has less incentive to conduct a thorough QC 
review and report any problems to the agency. In our view, agency field staff 
verifications of information on Form RD 1980-21 would be a better internal 
control to prevent abuse by lenders. 
 
We questioned national officials about requiring agency field staff to verify 
information submitted by lenders for accuracy and legitimacy. They stated 
that the agency has insufficient staff to both process and verify information 
on the more than 30,000 loan guarantees issued each year. Rural 
Development has approximately 1,000 employees; however, some of those 
employees only work part-time in this program while others do not process 
guaranteed loans at all. We recognize and acknowledge the limitations this 
situation presents to agency managers. They added that neither the 
Departments of Housing and Urban Development (HUD) nor Veterans 
Affairs (VA), both of which also guarantee residential housing loans, verify 
borrower eligibility data. Thus, lender QC reviews appear to be the more 
viable internal control option available to the agency.  
 
One positive point about the lenders’ QC review process is that borrowers 
and their employers would be more likely to cooperate with lender officials 
during verification efforts because of prior interactions during the loan 
origination process. Rural Development officials do not have this history with 
borrowers and their employers because the agency is not the actual lender. 

                                                 
11 RD Instruction 1980.308, dated June 21, 1995. 



 

 

USDA/OIG-A/04601-0017-Ch Page 5
 

 

We encountered this problem when we attempted to confirm eligibility 
documentation with borrowers and employers for 68 loans. Many employers 
were concerned about privacy laws and, therefore, were reluctant to release 
personal information to us without a release from a borrower. Since the 
borrower had generally moved or relocated without providing contact 
information, we did not pursue obtaining releases from them. In the end, we 
verified the legitimacy of eligibility documentation for 37 of the 68 loans.  
 
There are some measures RHS could take to mitigate the risks involved with 
lender QC reviews. For instance, to prevent additional losses to the agency, 
RHS could require lenders to immediately notify agency officials of any false 
documents or other serious violations found during QC reviews. Currently, 
RHS rules are silent regarding lenders’ actions when QC reviews identify 
false documents or other serious violations. Further, RHS needs to determine 
the appropriate action to take if the QC reviews identify false documents. 
These actions could include rescinding the loan guarantee or attempting 
recovery from the originating lender to compensate for any paid loss claims. 
 
Given the importance of the lenders’ QC process in protecting the 
Government’s interests, we analyzed the adequacy of QC plans for  
10 lenders. In addition, we reviewed the operations of eight lenders to verify 
compliance with agency-approved QC plans and examined the effectiveness 
of agency oversight of lenders and field staff. Although we were unable to 
speak with two of the ten lenders because they had gone out of business, we 
were able to review their QC plans on file with the agency. 
 
Our audit disclosed that RHS’ guidelines did not include several 
requirements for lenders to follow that were critical to ensuring the integrity 
of information submitted to the agency. One requirement missing from RHS’ 
guidelines was that lender QC plans needed to include a sufficient number of 
agency guaranteed loans in the review process. Only two of eight lenders in 
our audit had reviewed more than 10 percent of the loans guaranteed by the 
agency (Table 1 provides details of our analysis). We reviewed HUD, VA, 
and the Federal National Mortgage Association (Fannie Mae) lender 
requirements for guaranteed residential housing loans. We found that all three 
agencies required lenders to review 10 percent of all guaranteed loans. Thus, 
we used the 10 percent threshold in our analysis. 
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Table 1 
 

Lender No. selected for 
QC No. originated % selected for 

QC 

Lender 1 54 851  6.42% 

Lender 2 40 484  8.26% 

Lender 3 6 973  6.78% 

Lender 4 61 248  24.60% 

Lender 5 228 1552  14.69% 

Lender 612 0 142  0% 

Lender 7 0 9  0% 

Lender 8 3 58  5.17% 

 
Another requirement missing from RHS’ guidelines was that lender QC plans 
must include a review of all branch offices and every loan processor, officer, 
and underwriter involved in processing agency guaranteed loans. In our audit, 
none of the eight lenders required this for agency guaranteed loans. HUD, 
VA, and Fannie Mae require lenders to include such reviews in QC plans for 
their respective agency guaranteed loans. For instance, VA requirements state 
that the sample must include loans processed by all officers and underwriters, 
as well as a random selection that includes loans from all branch offices and 
authorizing agents. Thus, to verify the integrity of data submitted by lenders, 
RHS should require lenders to review a sufficient number of agency 
guaranteed loans selected from all offices and employees that process them.  
 
We also found two lenders who violated provisions that, while not required 
by RHS, were in their QC plans. For example, Lender 4 had a loan officer 
perform the QC review even though its plan stated the review would be 
conducted independent of the loan process. Two lenders’ QC plans also 
stated that borrower eligibility documents for the entire QC sample would be 
verified with independent third parties. Lender 4 only verified suspicious 
information while the Lender 3 only verified a percentage of the sample of 
loans selected for QC review.  
 
We had two concerns regarding this matter. First, RHS did not require 
lenders to include these provisions in QC reviews of agency guaranteed loans 
(the lenders had included these only because of HUD, VA, and Fannie Mae, 

                                                 
12 Lender only provided information from July to September 2007. 
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with whom the lenders also conduct business, requirements that lenders’ QC 
plans contain these provisions). Second, agency oversight efforts had not 
detected the lenders’ lack of compliance with the QC review procedures. We 
discussed these issues with an RHS official who agreed that the agency’s 
guidelines should require that lender QC reviews be performed by individuals 
independent of the loan operation process and that lenders should confirm the 
entire sample of loans selected with third parties. 
 
Lender Compliance Review Process 
 
Mortgage lenders could submit false borrower eligibility information 
undetected not only because of weaknesses in their own QC reviews but also 
because of weaknesses in RHS’ lender compliance review (LCR) process. 
For example, agency officials did not detect lenders’ noncompliance with 
their QC plans because the LCR guide lacked procedures to verify lenders 
complied with their plans.  
 
To detect future instances of noncompliance, RHS should amend its LCR 
procedures to verify lenders complied with their QC plans. The LCR should 
also contain procedures to verify lenders are complying with all QC review 
requirements recommended in this audit report. This would include verifying 
that lenders are reviewing a sufficient number of agency guaranteed loans 
selected from all offices and employees that process them, the reviews are 
independent of the loan process, and lenders are confirming the entire sample 
of loans selected with third parties.  
 
Another factor that contributed to the lack of detection was that field staff had 
not conducted all required LCRs or reviewed lenders’ QC process. We 
examined the actions of the two field offices responsible for LCRs in the 
State included in our audit. Our examination disclosed that neither office had 
reviewed all originating lenders when performing LCRs.  
 
One field office had not reviewed any originating lenders. The Area Director 
for the office stated that originating lenders were not subject to the LCR 
process prior to fiscal year 2007. Our review of agency guidance dating back 
to 1999 disclosed that this procedure was required, which a national official 
confirmed.  
 
The other field office only reviewed lenders with delinquent loans that totaled 
more than 10 percent of all loan volume. When we were unable to find this 
provision in the agency’s guidelines, the Area Director for that office stated 
that was how she interpreted the guidelines. A national official stated that 
agency guidelines do not contain a provision to exclude lenders based on low 
delinquency rates. The official added that while lenders with higher 
delinquency rankings should be reviewed more frequently, all active lenders 
are subject to review. Also, this field office only reviewed loan files and did 
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not review anything related to lenders’ QC process, despite the LCR guide 
containing procedures related to the QC plan. When questioned, the Area 
Director for that office stated they complied with their interpretation of the 
guidelines.  
 
State Internal Review Process 
 
Rural Development requires its field staff to perform periodic reviews of 
State operations. These State Internal Reviews (SIR) are designed to verify 
agency officials’ compliance with guidelines and regulations. The SIR 
process did not detect the deficiencies with the LCR process because the SIR 
guide only included procedures for determining if LCRs had been conducted 
within the past two years. For example, the guide did not include procedures 
to determine if field staff subjected all originating lenders to review and if 
they reviewed lenders’ QC plans.  
 
Our work in Michigan found that neither of the two field offices responsible 
for Single Family Housing Guaranteed Loan Program activities properly 
conducted the lender monitoring portions of the most recent SIRs. For 
instance, the SIR guide instructed field staff to randomly select the lesser of 
10 percent or 5 State-approved lenders and include a corresponding chart to 
show the results of the review. The SIR reports we examined indicated that 
field staff at each office had selected only one lender for review, rather than 
the higher number required by agency guidelines. We determined that five 
lenders should have been reviewed by field staff at each office. 
 
When we contacted the field officials who conducted the SIRs, they were 
unable to recall any details of the reviews. (The reviews were conducted in 
2005 and 2006.) State officials were also unable to provide any additional 
supporting documentation for the lender monitoring portion of the reviews. 
Therefore, we could not determine why field staff had not followed the SIR 
guide and reviewed the lesser of 10 percent or five State-approved lenders. 
 
RHS officials stated that in August 2007, they implemented additional 
procedures to LCR’s due to concerns that field staff was not adequately 
monitoring lender activities. These procedures included a requirement for 
States to annually submit a schedule listing the LCRs of each type 
(originating, servicing, and combined) that will take place during an 
upcoming year. The schedule shows the lenders and dates of anticipated 
review. At the conclusion of each year, beginning with fiscal year (FY) 2008, 
field staff is to submit to the national office a report that lists the scheduled 
and completed LCRs. As of October 2, 2008, field offices had not submitted 
any FY 2008 reports. In our view, these additional procedures are 
compensating controls for weaknesses in the SIR process and should assist 
RHS officials in identifying States that omit originating lenders from the 
LCR process and should be followed.  
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Overall, we concluded that Rural Development will continue to be vulnerable 
to paying loss claims on false lender-submitted borrower eligibility 
documentation until it addresses control weaknesses in both lenders’ QC 
processes and agency procedures for monitoring those processes. In  
FY 2008, Rural Development paid over $103 million in loss claims. By 
implementing QC requirements, strengthening procedures for monitoring 
lenders’ QC processes, and strengthening supervision over field staff’s lender 
monitoring activities, agency officials will have increased assurance that 
loans containing false borrower eligibility information would be detected 
prior to paying a loss claim.  
 

Recommendation 1  
Require lenders to notify agency officials of all instances of false documents 
or other serious violations found during the QC process. 
 
Agency Response 
 
Agency officials revised the existing instruction on February 27, 2009, and 
issued the “Quality Control Overview, a Reference for Reviewing QC Plans” 
(QC Overview) which establishes requirements for lenders’ QC plans and 
agency staff’s review and approval of these plans. The revised instruction 
requires that the lender’s QC Plan contain provisions from the QC Overview. 
One provision in the QC Overview requires lenders to have procedures in 
place to report non-compliance to the highest levels of management and to 
report suspected misrepresentation to the appropriate authorities. By  
June 30, 2009, the agency will also amend their procedures to require lenders’ 
QC plans to contain a provision to report serious violations to the State 
Director and the national office. The provision also states that if necessary, 
the national office will report suspected fraud to OIG for investigation and 
final determination. 

 
OIG Position 
 
We accept management decision for this recommendation. 
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Recommendation 2  
Establish procedures to either rescind the loan guarantee or attempt loss 
claims recovery, in full or in part, when lenders’ QC reviews identify false 
documents caused by lender fraud, misrepresentation or negligence. 
 
Agency Response 
 
Agency officials will establish indemnification procedures for loans 
originated by eligible lenders. The agency’s indemnification procedures will 
be published in the Federal Register as a proposed rule by May 2010. 
 
OIG Position 
 
We accept management decision for this recommendation.  
 

Recommendation 3  
Require lenders to select 10 percent of agency guaranteed loans or apply 
statistical sampling methodology specifically to agency guaranteed loans 
during the QC process. 
 
Agency Response 
 
Agency officials revised the existing instruction on February 27, 2009, and 
issued a QC Overview which establishes requirements for lenders’ QC plans 
and agency review and approval of these plans. The QC Overview states that 
lenders should review a minimum 10 percent of mortgage loan production 
quarterly. Sampling procedures should identify a representative sample of all 
loan products including Rural Development SFH guaranteed loans. 
 
OIG Position 
 
We accept management decision for this recommendation. 
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Recommendation 4  
Require lenders to review all branch offices, including every loan processer, 
officer, and underwriter who processed Rural Development guaranteed loans 
during the QC review. 
 
Agency Response 
 
Agency officials revised the existing instruction on February 27, 2009, and 
issued a QC Overview which establishes requirements for lenders’ QC plans. 
The QC Overview states that the preferred sample methodology shall include 
production from the following: (1) all branch offices; (2) all loan production 
sources including authorized agents, loan correspondents (new and existing), 
and other vendors; and (3) all employees and first payment defaults. 
Additionally, lenders are to perform special focus reviews to include early 
payment defaults, loans in foreclosure within six months of origination, and 
suspect employees. 
 
OIG Position 
 
We accept management decision for this recommendation.  
 

Recommendation 5 
Require lenders’ QC reviews to be conducted by persons independent of the 
loan origination process.  
 
Agency Response 
 
Agency officials revised the existing instruction on February 27, 2009, and 
issued a QC Overview which establishes requirements for lenders’ QC plans. 
The QC Overview requires the lender to have a quality control team that 
operates independently from loan origination/underwriting and servicing 
functions and reports directly to the highest level of management. The lender 
may contract out this function, provided the lender has controls in place to 
monitor the contractor’s performance. 
 
OIG Position 
 
We accept management decision for this recommendation.  
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Recommendation 6 
Require lenders to verify the borrower eligibility documentation for the entire 
sample of Rural Development guaranteed loans selected for QC review. 
 
Agency Response 
 
Agency officials will revise the QC Overview by June 30, 2009, to require 
lenders to verify new credit reports, employment, rent, and appraisals for the 
entire sample of SFHGLP loans selected for QC review.  
 
OIG Position 
 
We accept management decision for this recommendation.  
 

Recommendation 7 
Amend the lender compliance review process to monitor lender compliance 
with their QC plans.  
 
Agency Response 
 
Agency officials will amend the Lender Compliance Review Guide by  
June 30, 2009, to contain a provision to monitor lender compliance with their 
quality control plans.   
 
OIG Position 
 
We accept management decision for this recommendation.  
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Section 2: Excessive Interest Rates  
  

 
Finding 2 Lenders Set Interest Rates That Exceeded Allowable Limits 
 

Our audit disclosed that lenders had set interest rates on loans that were 
higher than the rate allowed by Rural Development. We determined that 4 of  
6 lenders in our sample had set interest rates too high for 11 of the 123 loans 
we reviewed. We attributed this primarily to the agency’s lack of oversight; it 
had no formal policy or procedures to verify that lenders were complying 
with agency guidelines. Consequently, some of the 246,000 low- to 
moderate-income borrowers with loans guaranteed by Rural Development 
may be paying unnecessary interest to lenders. The interest rates for the  
11 borrowers in our sample were set too high by a range of 0.125 to  
0.5 percent, and could cost them more than $77,000 in excessive interest over 
the course of their 30-year loans.  
 
RHS allows lenders to use the interest rates published by VA or Fannie Mae 
as the basis for the rate charged on loans guaranteed by the agency. It also 
requires lenders to identify on Form RD 1980-21, “Request for Single Family 
Housing Loan Guarantee,” whether the interest rate on the loan will be based 
on the VA or Fannie Mae rate, and the date the borrower agreed to set the 
interest rate (known as the “lock-in” date).  
 
RHS guidelines also state that lenders using the Fannie Mae rate may not set 
interest rates on loans at more than 0.6 percent rounded-up to the nearest  
0.25 percent of that rate on the lock-in date. For example, if a borrower 
locked in their interest rate on September 1, 2006, the corresponding Fannie 
Mae rate for that day was 6.34 percent. That rate plus the 0.6 percent, 
rounded up to the nearest 0.25 percent, arrives at a maximum allowable 
interest rate of 7 percent for loans where borrowers locked in their interest 
rate that day. 
 
To determine if lenders complied with RHS’ interest rate requirements, we 
selected 123 loans from 6 lenders for review. Our initial analysis of  
68 delinquent loans disclosed that 4 lenders had set rates too high on 5 loans. 
Because this was a small number of loans, we selected an additional sample 
of 55 loans from the 4 lenders to determine if our initial results were isolated 
incidents, and possibly attributable to mistakes, or if they were indicative of a 
broader problem. Our analysis of the second sample disclosed that three of 
the lenders set excessive rates for six additional loans. Table 2 summarizes 
the results of our analyses.  
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Table 2 
 

 
Lender 

 
No. of Loans 

(Initial 
Analysis) 

 

 
No. With 

Rates 
Too High 

 
No. of 
Loans 

(Second 
Analysis) 

 
No. With 

Rates 
Too 
High 

 
Total 
No. of 
Loans 

 
Total No. 

With 
Rates Set 
Too High 

Lender A 24 1 24 3 48 4 

Lender B 12 1 17 1 29 2 

Lender C 8 2 10 2 18 4 

Lender D 5 1 4 0 9 1 

Lender E 5  
0 0 n/a 5 0 

Lender F 14 0 0 n/a 14 0 

Totals 68 5 55 6 123 11 

 
We uncovered the 11 instances of improper interest rates by first identifying 
the basis used by the lender for the 123 loans, which was the Fannie Mae rate 
in all cases, and the lock-in date. We obtained this from the lenders. After 
obtaining the rate basis and lock-in dates for the 123 loans, we recalculated 
the maximum allowable interest rate using RHS’ guidelines and compared the 
results to the rates set by the lenders on the loans.  
 
One example that illustrates our analysis involved a borrower who obtained a 
loan with a 7.5 percent interest rate that should have been set at 7 percent. In 
this example, the borrower locked in an interest rate on October 15, 2007. 
The Fannie Mae rate for that date was 6.386 percent. That rate plus the  
0.6 percent, rounded up to the nearest 0.25 percent permitted by RHS, arrived 
at a maximum allowable interest rate of 7 percent on the loan. However, the 
lender had set the interest rate on the loan at 7.5 percent, 0.5 percent greater 
than allowed by RHS.   
 
We questioned officials representing the three lenders that had set rates too 
high in both samples. (We did not approach the fourth lender because no 
additional instances were uncovered during our second analysis.) Officials 
from Lender A admitted they had used their own method rather than the 
agency’s method to determine the maximum allowable rate. Officials from 
Lenders B and C stated they used the VA rate because agency regulations 
allowed the use of either the VA or the Fannie Mae rate. The officials for 
those two lenders stated they could use either rate, regardless of what they 
had marked on Form RD 1980-21. However, this contradicted what they had 
stated during our preliminary audit work. At that time, those same officials 
stated they used the Fannie Mae rate exclusively to set interest rates.  
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RHS officials informed us they were unaware of any lenders in any State that 
utilize the VA rate to set interest rates on loans. Since, according to RHS 
officials, the VA rate is not normally used by lenders, we concluded that it 
should be eliminated as an option for setting rates. RHS officials agreed with 
our conclusion and are revising agency policy to remove the VA option for 
setting interest rates for loans.  
 
Based on discussions with agency officials, we concluded that agency field 
staff had not detected the improper interest rates because there was no 
requirement for them to verify lender compliance with agency guidelines. An 
RHS official we questioned stated that while the agency had no formal policy 
or procedures, it expected field staff to verify that the interest rate set by 
lenders was accurate and within established guidelines. However, the field 
staff we questioned stated that they only perform a cursory review of 
information submitted on Form RD 1980-21 to determine if interest rates are 
too high. This cursory review consisted of a visual check of the set rate to 
ensure that it was not significantly higher than other guaranteed loans.  
 
In our view, RHS needs to establish formal policy to perform such reviews. 
RHS will need to enforce lender compliance in providing basis information 
and lock-in dates on Form RD 1980-21 in order for field staff to verify 
interest rates on loans. We formulated this conclusion because we found 
lenders only included both the basis and lock-in date for 15 of the 68 loans in 
our initial analysis. Another issue that could hinder field staff is that 
borrowers can opt to float the interest rate rather than lock in on a specific 
date. We identified 47 such instances during our initial analysis of the  
68 loans. In each instance, the floating interest rate date provided by the 
lender on Form RD 1980-21 was not necessarily the date used to establish the 
interest rate on the loan. RHS will need to clarify this issue for lenders so that 
the date they provide on Form RD 1980-21 is the actual lock-in date 
established by borrowers. 
 
We questioned RHS officials about recourse options for the 11 loans we 
identified with interest rates set too high. One official stated that there were 
no options to modify the rates because the agency had already issued the 
guarantees. The official added that field staff needed to identify the improper 
interest rates prior to issuing the loan guarantees. Once a guarantee is issued 
it constitutes an obligation supported by the full faith and credit of the 
Government and is incontestable except for lender fraud or 
misrepresentation.13 Since the interest rates for the 11 loans were set too high 
because of lender mistakes, not fraud or misrepresentation, the agency had no 
option except to honor the guarantees.  
 

 
13 RD Instruction 1980.308, dated June 21, 1995. 
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Since the agency has no recourse against lenders once it has issued a loan 
guarantee, the loan closing date is the last opportunity to verify the accuracy 
of interest rates set by lenders. In our view, loan closing would be an 
appropriate time to collect the interest rate lock-in date and have the field 
staff verify that the interest rate on the loan note is within agency guidelines. 
RHS officials agreed with our conclusion and are revising agency 
requirements to require lenders to submit lock-in information with closing 
documents and for field staff to verify lenders set the interest rate in 
compliance with RHS’ guidelines. This would be completed prior to issuing 
the loan guarantee. 
 

Recommendation 8  
Eliminate the VA option for determining the maximum allowable interest 
rate on loans.  
 
Agency Response 
 
Agency officials will develop a proposed rule for publication in the Federal 
Register by May 2010, and revise RD Instruction 1980-D, 1980.320 “Interest 
rate” to eliminate the option of using the VA rate for determining the 
maximum allowable interest rate on loans. 
 
OIG Position 
 
We accept management decision for this recommendation. 
 

Recommendation 9  
Establish requirement for lenders to submit documentation of the lock in date 
with the loan closing documents.  
 
Agency Response 
 
Agency officials will revise their instruction to require lenders to provide 
supporting documentation that shows the customers were charged the 
appropriate interest rate. Agency staff will be required to review the 
supporting documentation, prior to issuance of the loan note guarantee. The 
procedures will be implemented via a Procedure Notice by June 30, 2009. 
 
OIG Position 
 
We accept management decision for this recommendation. 
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Recommendation 10  

Establish procedures for field staff to verify that lenders set interest rates in 
accordance with agency guidelines, prior to issuing the loan note guarantee. 
 
Agency Response 
 
Agency officials will establish procedures to obtain documentation from the 
lender to support the interest rate charged. Agency staff will be required to 
verify that the correct rate was charged prior to issuing the loan note 
guarantee. The procedures will be implemented via a Procedure Notice by 
June 30, 2009. 
 
OIG Position 
 
We accept management decision for this recommendation. 
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Scope and Methodology 
 

 
We conducted our audit of the Single Family Housing Guaranteed Loan 
Program at the Rural Housing Service’s (RHS) national office in 
Washington, D.C., the Michigan Rural Development State Office, and two 
area offices in Michigan. We visited the offices of three loan originating 
financial institutions in Michigan, and interviewed officials at five other 
institutions telephonically. (We did not visit or contact 2 of the 10 selected 
lenders because they had gone out of business.) We interviewed four 
borrowers telephonically to confirm information reported on loan 
applications. We also contacted 80 employers telephonically to verify income 
reported for borrowers on 68 loan guarantee applications. (Some of the  
68 loans had co-borrowers and some borrowers had multiple employers.)  
 
The period of our audit was from fiscal years (FY) 2005 through 2007. 
During that period, Rural Development guaranteed over 90,000 loans totaling 
nearly $9 billion. We selected the State of Michigan, in part, because of a 
recent Office of Inspector General investigation of a lender in the State that 
submitted false documents to obtain loan guarantees. The State of Michigan 
also guaranteed a significant number of loans during the period of our audit 
(over 13,500 loans) and had a significant number of delinquent loans (over 
1,400 delinquent loans) as of March 2008. At that time, Michigan had the 
second largest number of active and delinquent loans in the country and the 
largest outstanding unpaid principle, nearly $1.2 billion.  

 
We judgmentally selected 10 lenders (of the 123 originating lenders in the 
State of Michigan with delinquent loans as of March 2008) to perform our 
audit. We selected 10 lenders (4 State-approved and 6 nationally-approved) 
to analyze their quality control processes and verify their compliance with 
submitted quality control (QC) plans. Of the four State-approved lenders, we 
selected one because it was the only one with delinquent loans where Rural 
Development had conducted a lender compliance review in FY 2007, a 
second because it had the second largest number of loans resulting in loss 
claims since FY 2005, and a third because it had the second largest 
percentage of originated loans from FY 2005 through FY 2007 that had 
defaulted.14 (We also analyzed the quality control process at the State-
approved lender with the largest amount of loss claims and the largest 
percentage of defaulted loans, but it had gone out of business, so we were 
unable to verify compliance with its QC plan.)  
 
We selected six nationally-approved lenders, one of which had gone out of 
business, to also verify they had properly set interest rates on loans. We 
selected those six because they were among the lenders with the greatest 

                                                 
14 Defaulted loans are those more than 60 days delinquent. 
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number of delinquent borrowers in the State. From the six lenders, we 
judgmentally selected 123 loans to review, totaling over $12 million. We 
selected 68 of those loans because they were delinquent and the borrowers 
had either made their last loan payment between January 2007 and January 
2008 or had become delinquent within 1 year after the loan was originated. 
We selected the remaining 55 loans because they had been made during the 
same time period where some lenders had set interest rates on loans that 
exceeded agency requirements. 
 
To accomplish our objectives, we performed the following procedures: 
 
• Reviewed RHS’ policies related to the setting of interest rates and 

submission of eligibility documents by lenders; 
 
• Reviewed applicable laws, regulations, and agency procedures to monitor 

lender activities related to setting interest rates and submitting accurate 
documentation of borrower eligibility;  

 
• Interviewed agency officials to verify procedures used to monitor lenders 

as well as the procedures used to monitor agency field staff;  
 

• Analyzed information contained in the agency’s Guaranteed Loan System 
(Note: We did not verify the accuracy of information contained in the 
system and make no representation of the adequacy of the system or the 
information generated from it.);  

 
• Reviewed U.S. Department of Housing and Urban Development (HUD), 

Veterans Administration (VA), and Federal National Mortgage 
Association (Fannie Mae) loan originator quality controls requirements; 
and   

 
• Interviewed officials from loan originating financial institutions, officials 

from HUD, VA, and Fannie Mae, borrowers whose loans were 
guaranteed by Rural Development, and employers of those borrowers.  

 
We performed our audit fieldwork from April to August 2008. We conducted 
this performance audit in accordance with generally accepted government 
auditing standards. Those standards require that we plan and perform the 
audit to obtain sufficient, appropriate evidence to provide a reasonable basis 
for our findings and conclusions based on our audit objective. We believe 
that the evidence obtained provides a reasonable basis for our findings and 
conclusions based on our audit objective. 
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Informational copies of this report have been distributed to: 
 
Administrator, Rural Housing Service,  
 Through:  Director, Financial Management Division   4 
U.S. Government Accountability Office     1 
Office of the Chief Financial Officer 
 Director, Planning and Accountability Division   1 
Office of Management and Budget      1 
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