CHAPTER 7
QUALI TY CONTROL PLAN

7-1 General. Al FHA approved nortgagees, including |oan

correspondents, nust inplenent and continuously have in place a Quality
Control Plan for the origination and/or servicing of insured nortgages as a
condition of receiving and mai ntai ning FHA approval. This applies to both
the Single Famly and the Multifam |y Housing prograns. A copy of the

pl an must be subnitted when applying for nortgagee approval

Quality Control must be a prescribed and routine function of each

nort gagees operati ons whet her perforned by a nortgagees staff or an
out si de source. Mortgagees applying for approval to originate only or
service only may submt a plan that pertains only to the function they will
perform A nortgagee that will performboth origination and servicing

must subnit a plan that covers both functions.

This Chapter sets forth basic requirenments that all nortgagees nust neet,
along with a degree of flexibility, so that each nortgagee nay develop a
programthat fits its circunstances while conformng to FHAs

requi renents. Mrrtgagees shoul d consider that sonme of the requirenents
m ght not be applicable to their operation. 1t is necessary to perform
Quality Control only on those activities in which a nortgagee is engaged.

Part A. Overall Requirenents

7-2 GCoals of Quality Control. The follow ng are the overridi ng goal s of
Quality Control. Mortgagees nmust design progranms that neet these basic
goal s:

* Assure conpliance with FHAs and the nortgagees own origi nation or
servicing requirenents throughout its operations;

* Protect the nortgagee and FHA from unacceptabl e risk

* Quard against errors, omssions and fraud; and

* Assure swift and appropriate corrective action

Failure to conply with specific Quality Control requirenents may result in
sanctions and the inposition of Gvil Mney Penalties by the Mrtgagee
Revi ew Board (MRB).

7-3 Basic Elenments of Quality Control. There are several basic el enents
that are required in all Quality Control Programs that apply to both
origination and servi cing.

A Pl an Form and Execution. Al Quality Control Programs nust be in
witing. Mortgagees nust have fully functioning Quality Control Prograns
fromthe date of their initial FHA approval until final surrender or
termination of their approval

B. | ndependence. The Quality Control function nust be independent of

the origination and servicing functions. This independence may be
acconplished in a variety of ways. Dependi ng on a nortgagees operations,

| oan vol unme, staff size or other factors, a nortgagee may prefer one nethod
over another. Quality Control functions may be perforned using:



1. I n- House Staff. Mrtgagees nmay establish a unit that is dedicated
solely to Quality Control. Staff performing Quality Control reviews nust
not be involved in the day-to-day processes that they are revi ew ng.

2. Qutside Firnms. Mrtgagees may engage outside sources to perform

the Quality Control function. The FHA approved sponsors of |oan
correspondents are acceptabl e as such outside sources. A nortgagee
contracting out any part of its Quality Control function is responsible for
ensuring that the outside source is nmeeting HUDs requirenents. Any
agreenment with the outside source nmust be in witing, state the roles and
responsibilities of each party, and be available for review by HUD staff.

C. Qualified Staff. Mrtgagees nust properly train staff involved in
Quality Control and provide them access to current guidelines relating to
the operations that they review. It is not necessary for nortgagees to
mai ntain these guidelines in hard copy format if they are accessible in an
electronic format. Many of the statutes, regul ations, HUD Handbooks and
Mort gagee Letters which establish the requirenments for FHA prograns are
avai |l abl e on the web page for HUDCLIPS at:
http://ww. hudcl i ps. org/cgi/index. cgi

D. Ti mel i ness. Mortgagees nust ensure that quality control reviews are
performed on a regular and tinmely basis. Depending on a nortgagees
production vol une, origination reviews may be perfornmed weekly,

nmonthly, or quarterly. The review of a specific nortgage should be
conpleted within 90 days of closing. Reviews of different aspects of
servicing will vary in frequency; however, delinquent servicing and | oss
mtigation activities should be reviewed nmonthly. Timeliness is discussed
further in the Origination and Servicing sections of this Chapter

E. System of Loan File Review The Quality Control Program nust

provide for the review of a representative sanple of a nortgagees | oans.
This review nmust eval uate the accuracy and adequacy of the information

and documentation used in reaching decisions in either the origination or
servicing processes. Specific elenments for itens to review are discussed in
the Origination and Servicing sections of this Chapter

F. Adequat e Scope and Sanpling. The Quality Control reviews nust
thoroughly eval uate the nortgagees origination and/or servicing functions
to determine the root cause of deficiencies. The nortgagee nust expand

the scope of the Quality Control review when fraud or patterns of
deficiencies are uncovered; scope neans both an increased nunber of files
as well as nore in-depth review Al aspects of the nortgagees operation
including but not limted to all branch offices or sites, FHA approved | oan
correspondents, authorized agents, |oan officers or originators, processors,
underwriters, appraisers, closing personnel, all FHA | oan prograns,
servicing personnel, loss mtigation procedures, escrow analysis, and
assunptions, must be subject to the nortgagees Quality Control reviews.
Sanple Size is discussed in the Origination and Servicing sections of this
Chapt er.

G Site Review. A nortgagees offices, including traditional
nontraditional branch and direct |ending offices engaged in origination or
servicing of FHA-insured | oans, nust be reviewed to determine that they
are in conpliance with the Departnents requirenents.

1. Revi ew Itens. The review nmust include, but not necessarily be



limted to, confirmation of the following itens:

* The office is properly registered with FHA and the address is current;

* (perations are conducted in a professional, business-like environnent;

* |f located in comercial space, the office is properly and clearly
identified for any wal k-in customers; has adequate office space and
equipnent; is in a location conducive to nortgage |ending; and is separated
fromany other entity by walls or partitions (entrances and reception areas
may be shared);

* |f located in non-commrercial space, the office has adequate office space
and equi pnent; displays a fair housing poster if the public is received; if it
is open to receive the public, it nust be accessible to persons with
disabilities, including those with nobility inpairnments; if it is not open to
the public, but used occasionally to neet with nenbers of the public,
alternate nmeans of acconmpdati on may be used to serve persons wth
disabilities;

* The servicing office provides toll-free lines or accepts collect calls from
nmor t gagor s;

* The office is sufficiently staffed with trained personnel

* Office personnel have access to rel evant statutes, regulations, HUD

i ssuances and Handbooks, either in hard copy or electronically;

* Procedures are revised to reflect changes in HUD requirenents and

personnel are informed of the changes;

* Personnel at the office are all enployees of the nortgagee or contract

enpl oyees perform ng functions that FHA allows to be outsourced; and

* The office does not enploy or have a contract with anyone currently

under debarnment or suspension, or a Limted Denial of Participation

2. Frequency. Technol ogy enabl es nortgagees to conduct effective

Quality Control renmotely. Annual visits are mandatory for offices neeting
certain higher risk criteria such as high early default rates, new branches or
new key personnel, sudden increases in volune, and past problenms. Oher

sites nust be reviewed to assure conpliance with FHAs requirenents at a
frequency and in a manner determ ned appropriate by the nortgagee. The
criteria used by the nortgagee to deternine the frequency of on-site reviews
nmust be in witing and avail able for review by HUD at the corporate office
and any branch office that is not being reviewed annually.

3. Staffing. When it is not feasible for Quality Control staff to visit
each branch, qualified personnel from another office of the nortgagee, not

i nvol ved in the day-to-day processes they are reviewing, or an outside firm
may performthe review

H. Affiliate Review. The Departnent requires nortgagees to ensure
that their contractors, agents, and |oan correspondents are acceptable to
FHA and operate in conpliance with FHA requirenents.

1. Sponsors. A sponsors Quality Control Program nmust provide for a
review of |oans originated and sold to it by each of its |oan correspondents.
sponsors should determine the appropriate percentage to review based on

vol ume, past experience and other factors. Sponsors nust docunent the

net hodol ogi es and results.

2. Loan Correspondents. Loan correspondents may arrange with their
sponsor(s) to perform Quality Control provided

* The arrangenment with the sponsor(s) is detailed in witing;



The aggregate nunber and scope of reviews neet FHA requirenents;
Loans are reviewed within 90 days of closing;

Fi ndings are clear as to source and cause; and

Results are available in a tinely manner to both nortgagees and HUD

E o I

3. Wol e Loan and Servicing Purchasers. Mrtgagees acquiring | oans

nmust confirmthat nortgage insurance prem uns have been paid, insurance
isin force, security instruments have been recorded, and that the files and
records are conplete and as expected.

l. Reporting and Corrective Action. Review findings nust be reported

to the nortgagees senior nmanagenent within one nonth of conpletion of

the initial report. Mnagenent nust take pronpt action to dea
appropriately with any material findings. The final report or an addendum
nmust identify actions being taken, the tinmetable for their conpletion, and
any planned foll owup activities.

J. Notification to HUD. Findings of fraud or other serious violations
must be immediately referred, in witing (along with any avail able
supporting documentation) to the Director of the Quality Assurance
Division in the HUD Honmeownership Center (HOC) having jurisdiction
(determned by the State where the property is located). 1In lieu of
submitting a paper report, nortgagees nmust use the Lender Reporting
feature in the Nei ghborhood Watch Early Warning System |If HUD staff is
suspected of involvenent, refer to the Ofice of Inspector General at 451
7th Street, SW Room 8256, Washi ngton, DC 20410.

A nortgagees Quality Control Program nust ensure that findings
di scovered by enpl oyees during the normal course of business and by
quality control staff during reviews/audits of FHA | oans are reported to
HUD within 60 days of the initial discovery.

K. File Retention. The Quality Control review report and follow up

i ncludi ng review findings and actions taken, plus procedural information
(such as the percentage of |oans reviewed, basis for selecting |oans, and
who performed the review) nust be retained by the nortgagee for a period
of two years. These records nust be made available to HUD on request.

L. Restricted Participation. Determ ne that no one is enployed for

HUD ori gi nation, processing, underwiting or servicing who is debarred,
suspended, subject to a Linmited Denial of Participation (LDP) or otherw se
restricted fromparticipation in HU FHA prograns. Mrtgagees nust
periodically check enployee list, at |east sem -annually.

7-4 Quality Control as a Risk Assessnment Tool. The Depart nent

recomends that Quality Control reports to nortgagee nanagenent

i ncl ude an assessnent of risks. Mrtgagees may devel op a system of

eval uati ng each Quality Control sanple on the basis of the severity of the
violations found during the review. The system should enable a nortgagee
to conpare one nonths sanple to previous sanples so the nortgagee nmay
conduct trend anal ysis.

Management can al so use this tool to respond quickly to a sudden decline
inthe quality of its loans and help identify and correct the probl em
Mort gagees may consider a ratings systemsuch as the follow ng for each

| oan reviewed, then aggregate these into an overall rating for the sanple.



A Low Risk. No, or a minor, problemwas identified with the
origination or servicing of the |oan.

B. Acceptable Risk. A variety of issues were identified pertaining to
processi ng, docunentation or decisions nmade but none were material to
creditworthiness, collateral security or insurability of the |oan

C. Moderate Ri sk. The records contai ned significant unresol ved
questions or mssing docunentation. Failure to resolve these issues has
created a noderate risk to the nortgagee and FHA

D. Material Risk. The issues identified during the review were materi al

viol ati ons of FHA or nortgagee requirements and represent an

unacceptabl e | evel of risk. For exanple, a significant mscal culation of the
i nsurabl e nortgage anmobunt or the applicants capacity to repay, failure to
underwrite an assunption or protect abandoned property from danage, or

fraud. Mrtgagees nust report these loans, in witing, to the Quality
Assurance Division in the FHA Honeownership Center having jurisdiction

Part B. Quality Control for Single Fanmily Oigination

7-5 Quality Control fromBeginning to End. Quality Control for

origination has historically been perforned only at the end of the process,
that is, after a loan has closed. 1In order to make it nore useful, nortgagees
are encouraged to inplenent Quality Control throughout the |oan

origination process. The follow ng recommendations will hel p nortgagees
acconpl i sh these ends:

A Moni tor Application Process. Mrtgagees should nonitor the intake

of mortgagor information to ensure sufficient questions are asked to elicit a
conpl ete picture of the nortgagors financial situation, the source of funds
for the transaction, the intended use of the property, and that enpl oyees
working with the nmortgage applicant are know edgeabl e of the origination
process to fully describe the nortgagors responsibilities in obtaining a
FHA-i nsured nortgage. This may involve periodically nonitoring calls

and following up with applicants regarding their treatnent and
under st andi ng of the process and their obligations (e.g., to avoid

m srepresentation and falsification). Mrtgagees nust also verify the
identity of the | oan applicant.

B. Conduct Pre-fundi ng Reviews. Mrtgagees may want to sanple

cases prior to closing to evaluate the quality of processing and

underwiting. Using such reviews, nortgagees nay detect problens prior

to closing while problens can still be corrected. This would be especially
beneficial in cases involving | oans with higher risk characteristics. An

i mportant part of pre-funding reviews is reverification (by telephone or in
witing) of the applicants enpl oynent, source of funds and residency

history. If a witten reverification received during a pre-funding Quality
Control reviewis satisfactory, another written reverification is not required
if the loan is selected for post-closing review

C. Identify Patterns. Mrtgagees nust identify patterns of early
defaults by location, program |oan characteristic, |oan correspondent or
sponsor. Mortgagees may use HUDs Nei ghbor hood Watch - Early

Warning Systemto identify patterns. Mortgagees nmust identify

commonal ities anpong participants in the nortgage origination process to

| earn the extent of their involvenent in problemcases. Loans involving



apprai sers, |loan officers, processors, underwiters, etc. who have been
associated with problens nust be included in the review sanpl e.

7-6 Basic Requirements for Quality Control of Single Famly
Production. In order for a Quality Control Programto be useful and
acceptable to FHA, there are several requirenents that nust be net.
Mort gagees nmust adhere to each of the requirenents bel ow when
conducti ng revi ews.

A Ti mel i ness. Loans nust be reviewed within 90 days fromthe end of

the nmonth in which the loan closed. This requirenent is intended to ensure
that problens |eft undetected prior to closing are identified as early after
cl osi ng as possi bl e.

B. Frequency. For nortgagees closing nore than 15 | oans nonthly,
quality control reviews nust be conducted at |east nonthly and nust
address one nonths activity. Mrtgagees closing 15 or fewer |oans
monthly may performquality control reviews on a quarterly basis.

C. Sanpl e Size and Loan Sel ection. Because it is not feasible to review
all loans originated during a period, the Program nust require that an
appropriately sized sanple is selected and eval uated during each review. A
nort gagee who ori gi nates and/ or underwites 3,500 or fewer FHA | oans per
year must review 10 % of the FHA loans it originates. A nortgagee who
originates and/or underwites nore than 3,500 FHA | oans per year may
review 10 % of its | oans or a statistical random sanpling that provides a 95
% confidence level with 2 %precision. Each review nust docunent how

the sanple size and sel ecti ons were determ ned.

Regardl ess of the percentage of |oans being reviewed, the nortgagee nust
conmply with the foll ow ng:

1. Targeting Loans for Review. The Quality Control Program nust

contain provisions to select |loans neeting the conditions stated below It
may not be feasible to select |oans fromeach category every nonth, but an
effort must be nmade to select |oans fromeach category as often as possible.
An enphasi s shoul d be placed on any participants that have | arge vol unes

of | oans, show sudden increases in |oan volumes or |oan default rates, have
recently begun a relationship with the nortgagee, or concentrate in soft

mar ket areas.

a. Loans must be reviewed fromall branch offices and all sources
i ncl udi ng authori zed agents and | oan correspondents;

b. Mort gagees nust review the work of each of the | oan processors

| oan officers, and underwiters based on the sanple selected. 1In addition
nort gagees must review the work of roster appraisers, real estate
compani es, and builders with whomthey do a significant amount of

busi ness; and

c. The sanple nust include all FHA prograns in which the nortgagee
participates including, but not limted to, 203(b), 203(k), 234(c), and Hone
Equi ty Conversi on Mrtgages.

2. Recommendati ons for Sel ecting |Individual Loans. The Departnents
experience in reviewing |l oans that went into early default has shown that
many have one or nore of the characteristics listed below It is



recommended t hat nortgagees consider these characteristics, or any

addi tional ones they find useful, in identifying |oans to be revi ened.
* 2-4 unit properties;

* New construction or rehab | oans;

* Properties transferred within the past year

* Substantial seller concessions;

* Non- occupyi ng co-nortgagors or nultiple nortgagors;

* Housi ng expenses increasing by 1.5 times or nore;

* Large or nultiple earnest noney deposits (noney orders);
* Large increase in bank account bal ance;

* Sal e of personal property for funds to close;

* Gfts or loans of funds to close;

* Sel f - enpl oyed; and

*

Loans risk assessed as refers by automated underwiting systens.

D. Early Paynent Defaults. In addition to the |oans selected for routine
quality control reviews, nortgagees must review all |oans going into default
within the first six paynents. As defined here, early paynent defaults are
| oans that becone 60 days past due.

E. Docurent ati on Review and Verification. The Quality Contro
Program nust provide for the review and confirmation of information on
all |l oans selected for review

1. Credit Report. A new credit report nust be obtained for each

borrower whose loan is included in a Quality Control review, unless the

| oan was a streaniine refinance or was processed using a FHA approved
automat ed underwriting systemexenpted fromthis requirement. A credit
report obtained for a Quality Control review may be a Residential Mortgage
Credit Report, a three repository nmerged in-file report or, when appropriate,
a business credit report. The report nust conply with the credit report

st andards described in HUD Handbook 4155.1 (as revised). A ful

Resi dential Mrtgage Credit Report must be obtained froma different

credit source on cases in which the in-file report reveals discrepancies with
the original credit report.

2. Credit Document Reverification. Docunents contained in the | oan

file shoul d be checked for sufficiency and subjected to witten
reverification. Exanples of itens that nust be reverified include, but are
not limted to, the nortgagors enpl oynment or other incone, deposits, gift
letters, alternate credit sources, and other sources of funds. Sources of
funds nust be acceptable as well as verified. Qher itens that may be
reverified include nmortgage or rent paynents. |If the witten reverification
is not returned to the nortgagee, a documented attenpt nust be nade to
conduct a tel ephone reverification. |f the original information was obtai ned
electronically or involved alternative docunents, a witten reverification
must still be attenpted. Any discrepancies nust be explored to ensure that
the original docunents (except blanket verification rel eases) were

conpl eted before being signed, were as represented, were not handl ed by
interested third parties and that all corrections were proper and initial ed.
Al conflicting information in the original docunentation should have been
resol ved before the conplete file was submitted to the underwiter.

3. Apprai sal s. A desk review of the property apprai sal nust be
performed on all |oans chosen for a Quality Control review except
stream i ne refinances and HUD Real Estate Owmed (REO sales. The desk



review nust include a review of the appraisal data, the validity of the
conpar abl es, the value conclusion (as repaired to neet safety and
soundness requirenents in HUD Handbook 4905.1 (as revised)), any
changes made by the underwiter and the overall quality of the appraisal

Mort gagees are expected to performfield reviews on 10 % of the |oans

sel ected during the sanpling process outlined previously in paragraph 7-6
Cand D. Field reviews nust be perforned by |icensed appraisers listed on
FHAs Roster of Appraisers. Mrtgagees should select |oans for field

revi ews based on factors such as those listed previously in paragraph

7 6(C)(2) and the foll ow ng:

Property compl aints received from nortgagors;

Di screpanci es found during desk reviews;

Large adjustnments to val ue;

Conpar abl e sal es nore than six nonths ol d;

Excessi ve di stances from conparables to the subject property;
Repetitive sales activity for the subject property;

I nvestor-sol d properties;

Identity of interest between buyer and seller

Seller identity differs fromowner of record; and

Vacant properties.

b S I N

In addition, a field review should be conpleted on | oans selected in
accordance with paragraphs 7-6(C) and (D) where the desk review reveal ed
significant problens/deficiencies with the appraisal report. |If serious
deficiencies or patterns are uncovered, nortgagees nust report these itens,
inwiting, to the Quality Assurance Division in the HUD Hormeowner ship

Cent er having jurisdiction.

4. Qccupancy Reverification. In cases where the occupancy of the

subj ect property is suspect, nortgagees nust attenpt to determ ne whether
the nmortgagor is occupying the property. The failure of the nortgagor to
occupy the property may be an indication that the | oan contains other
problems. If it is found that the nortgagor is not occupying a property
nort gaged as owner-occupi ed, nortgagees must report this, in witing, to
the Quality Assurance Division in the HUD Honeownershi p Center having

jurisdiction. It also would be advisable to review other sinilar |oans for
occupancy.
F. Underwriting Decisions. Each Direct Endorsenent | oan selected for

a quality control review nust be reviewed for conpliance with HUD
underwriting requirenents, sufficiency of docunentation and the soundness
of underwiting judgenents.

G Condition C earance and O osing. Each loan selected for a quality
control review nust be reviewed to determ ne whether

* Conditions which were required to be satisfied prior to closing were in
fact met prior to closing;

* The seller was the owner of record, or was exenpt fromthe owner of
record requirenent in accordance with HUD regul ati ons;

* The | oan was cl osed and funds di sbursed in accordance with the

nort gagees underwriting and subsequent closing instructions; and

* The cl osing and | egal documents are accurate and conpl ete.

7-7 Specific Elenents for the Production Portion of the Quality Contro



Program A nortgagees Quality Control Program nust provide for a review

of nortgage loan files to evaluate the | oan origination and underwiting
functions. The Departnment has found that the itens |listed below are
typically found in a good Quality Control Program Mnimally, the Quality
Control Program must address these elenents as well as any others that

m ght be useful in the eval uation.

A Determ ne whether the information in the prelimnary |oan
application, final application and all credit documents is consistent or
reconci |l ed.

B. Det erm ne whet her the apprai sed val ue was established using
reasonabl e compar abl es, reasonabl e adjustnents, and in expectation of
repairs required to neet m nimum safety and soundness requirenents.

C. Det ermi ne whet her | oan docunents requiring signature (other than

bl anket verification rel eases) were signed by the nortgagor or enployee(s)
of the nmortgagee only after conpletion; and that all corrections were
initialed by the nortgagor or enployee(s) of the nortgagee.

D. Det erm ne whet her verifications of enploynment, verifications of
deposit or credit reports are suspect due to handling by any interested third
party or the nortgagor.

E. Determ ne whether the loan file contains a financial statenent, tax
returns and the appropriate type of credit report if the nortgagor is
sel f - enpl oyed.

F. Det erm ne whet her nore than one credit report was ordered and
whet her all credit reports were subnmitted with the | oan package to
HUDY FHA or the Direct Endorsement Underwiter.

G Det er m ne whet her out standi ng judgenments shown on the credit
report were shown on the HUD form 92900, Mdrtgage Credit Anal ysis
Wor ksheet (MCAW and acceptably expl ai ned i n acconpanyi ng
docunent ati on

H. Determ ne whether the loan file contains pertinent docunentation of

the mortgagors source of funds for the required investment, the
acceptability of that source, and that any obligation to repay the funds is
i ncl uded on HUD form 92900. This is especially inportant in cases where

the source was other than the applicants accounts at a financial institution

l. Determ ne whether all conflicting information or discrepancies in
the application file were resolved and properly docunmented in witing prior
to subnission of the |oan for underwiting.

J. Det erm ne whet her there are sufficient and docunented
conmpensating factors if the debt ratios exceed FHA limts.

K. Determ ne the accuracy and conpl et eness of underwiting
concl usi ons and nortgagee docunentation

L. Det ermi ne whether all conditions were cleared prior to closing.

M Det ermi ne whether the HUD-1 Settl ement Statenent was accurately
prepared and properly certified. Assure that only FHA all owabl e fees and



charges were paid by the nortgagor. The HUD 1 should be conpared with
ot her relevant | oan docunents to determ ne whether the nortgagor nade
the required m ni muminvestment and whether any credits resulted in an
over-insured nortgage.

N. Determ ne whether the loan file contains all required | oan
processing, underwiting and | egal docunents.

O Det erm ne whet her the | oan was subnmitted for insurance within 60
days of closing or included a paynent history showi ng the | oan was current
when it was submitted for nortgage insurance

P. Det erm ne whet her the seller acquired the property at the tine of or
soon before closing, indicating a possible property flip.

Q | f possible, determ ne whether the nortgagor transferred the
property at the time of closing or soon after closing, indicating the possible
use of a straw buyer in the transaction

R Determ ne whether all items requiring docunentati on have been
properly evidenced and retained in the file.

7-8 Review of Procedural Conpliance in Production. In addition to a
review of a nortgagees case files, there are certain other areas of a
nort gagees operation that nust be reviewed and corrected if deficient.

A Fair Lending. The Quality Control Program nust verify that the
nort gagees operations are in conpliance with the various fair |ending | ans
i ncluding the foll ow ng:

* Fair Housing Act;
* Equal Credit Qpportunity Act (15 U S.C. °1691 et seq.); and
* Federal Truth in Lending Act (15 U S.C. °1601 et seq.).

Additional fair lending matters are discussed below. Possible violations or
i nci dences of discrimnation nust be reported to the Ofice of Fair Housing
and Equal Opportunity in HUDs Headquarters in a tinmely manner

1. Rej ected Applications. O the total |oans rejected, a m nimumof 10
% or a statistical random sanpling that provides a 95 % confidence | evel
with 2 % precision nust be reviewed, concentrating on the follow ng areas:

Ensuring that the reasons given for rejection were valid;
* Ensuring that each rejection has the concurrence of an officer or senior
staff person of the conpany, or a committee chaired by a senior staff person
or officer;
* Ensuring that the requirenents of the Equal Credit Opportunity Act are
met and docunented in each file;
* Ensuring that no Cvil Rights violations are conmtted in rejection of
applications; and

Where possible discrimnation is noted, the nortgagee is expected to take
i medi ate corrective action

2. Mort gagee Practices. Ensure that the nortgagee is in conpliance
with the Departnments requirenments concerning Tiered Pricing, Overages
and Prem um Prici ng.



3. M ni mum Loan Anpunts. Mortgagees are prohibited fromsetting
m ni mum | oan amount s.

4. Fair Housing Logo. Verify that fair housing and equal opportunity
signs and | ogos are displayed in offices and on stationery and docunents.

B. Hone Mortgage Disclosure Act. The Quality Control Program nust

verify that the nortgagee is in conpliance with the Home Mbrtgage

Di scl osure Act reporting requirenments and the Departnents requirenents

for reporting FHA-insured nortgages. The check shoul d i nclude
confirmation that the report is nmade tinely, information being reported is
accurate, and information is being reported correctly. Refer to current
HUD r equi renent s.

C. Ineligible Participants. The Quality Control Program nust verify

that the nortgagee is ensuring that none of the participants in a nortgage
transaction (excluding the seller of a principal residence) is debarred or
suspended, or is under an LDP for the program and jurisdiction.
Peri odi cally check enployee list, at |east sem -annually. There al so nust
be procedures to determine if the nortgage applicant is ineligible due to a
del i nquent federal debt (eligibility is influenced by repaynent
arrangenents, extenuating circunstances and the age of the debt).

D. Real Estate Settlenent Procedures Act. The Quality Control
Program nust verify that the nortgagee is in conpliance with the
provi sions of RESPA, including, but not limted to:

Distributing the Special Information Booklet to nortgage applicants;
* Providing applicants with Good Faith Estimates of the settlenent costs
relating to obtaining a nortgage not |ater than 3 busi ness days after the
application is received or prepared;
* Providing applicants with their HUD 1;
* Disclosing transfer of servicing; and
* Di sclosing business relationships with affiliated entities.

E. Escrow Funds. The Quality Control Program nust verify that

escrow funds received fromnortgagors are not used for any purpose ot her
than that for which they were received. Mrtgagees nmust al so ensure that
the funds are mmintained in an account separate fromthe nortgagees
general operating account.

F. Mort gage | nsurance Premiuns. The Quality Control Program nust

verify that HUD/ FHA Mortgage | nsurance Prem uns (M Ps) that are due

upfront (prior to insurance) are remitted within the tine period established
by FHA, or if not, that the remttance includes |ate charges and interest
penalties. Mrtgagees nust address any pattern of |ate subm ssions and
pronptly take corrective neasures.

G Timely and Accurate Insurance. The Quality Control Program nust
det ermi ne whether nortgages are being subnitted to HUD for insurance
within 60 cal endar days of closing. |f nortgages have been subnitted
beyond the 60 days, the Quality Control Program should verify that the
nortgage was current when submitted and nmet the payment requirenments of
HUD Handbook 4165.1 (as revised). Mortgagees nust address any pattern
of late subm ssions and pronptly take corrective nmeasures. The Quality
Control Program al so should include a review of the Mrtgage | nsurance



Certificate for accuracy.

H. Underwriting Reports. The Quality Control Program should include

a review of reports available to nortgagees, including underwiting reports
and notices of return (regarding cases rejected for insurance due to errors or
om ssi ons).

l. Advertising. Ensure that branch offices or enpl oyees are not
engaging in false or msleading advertising practices. Refer to paragraph
2-17.

7-9 Oher Quality Control |ssues Regarding Single Fam |y Production

A Aut omat ed Underwiting. Mrtgagees using an aut omated
underwiting system shoul d consider how best to design their Quality
Control Programs to evaluate | oans underwitten by these systens. The
following are only basic requirenents:

1. Sanple. The Quality Control sanple nmust include |loans that fairly
represent the percentage of |oans underwitten in this nanner.

2. Requirenents. The Quality Control Program nust verify that correct

i nformati on has been entered into the automated underwiting system

i ncluding data identifying the borrower(s), property, nortgage, incone,
assets, and source of funds. Copies of the assessnment by the autonated
underwriting systemnust be included in the loan file in addition to the
normal documentation required for an FHA nortgage transaction

Whenever the automated underwiting system cannot accept the

application, the basis of the automated underwiter systens decision on the
| oan must be documented and retai ned.

3. Referred Applications. The Quality Control Program nust verify
that applications receiving a refer are manually underwitten by an
underwiter before a final decision is nmade on the application

4, Exenptions to Individual Quality Control Program Requirenents.
A new credit report is not required.

5. Overrides. The Quality Control Programmust verify that if nmanua
downgrades or overrides are applied, that no patterns of illega

di scrimnation agai nst | oan applicants are reveal ed and that the downgrade
or override was proper

B. Stream i ne Refinances. Mrtgages nade under FHAs streanline
refinancing requirenents typically will contain very few docunents.
Stream i ne refinances should be included in the Quality Control sanple;
however, they should conprise a very small proportion of the sanple

unl ess stream ine refinances are a significant proportion of the nortgagees
production. The reviews may be limted to the functions performed when
originating such | oans and confirmation that the | oan was eligible for
stream i ne processing.

C. Speci fic Prograns. Mortgages originated under specific FHA
programs warrant special attention

1. Section 203(k) Loans. The Quality Control Program of nortgagees
originating or purchasing 203(k) | oans nust provide for reviews of the



handl i ng of rehabilitation escrows and di sbursenents, the rehabilitation
| oan agreenents, the scope of the repairs, the tineliness of their
compl eti on, and borrower conplaints about quality. Al so, nortgagees
shoul d conduct physical inspections on a sanpling of 203(k) | oans.

In addition, the Quality Control Program of nortgagees originating 203(k)

| oans nust clearly define standards for the 203(k) consultants perfornmance
inits Quality Control Program These standards nust be provided to each
consultant that the nortgagee relies on in the 203(k) program Mortgagees
nmust eval uate and docunent the perfornmance of these consultants on at

| east an annual basis, to include a review of the consultants actual work
product. Mortgagees nust not use the services of consultants who have
denmonstrat ed previous poor performance. Fraud or mal feasance shoul d be
docunented and reported to the Departnent for possible administrative
action.

2. Home Equity Conversion Mrtgages (HECMs). The Quality

Control Program of nortgagees originating HECMs shoul d provide for

reviews to ensure that the homeowners received the appropriate counseling
and that any referral fees paid are reasonable for the service provided and
di sclosed in the loan file.

Part C Quality Control for Single Fam |y Servicing

7-10 Basic Requirements for Quality Control over Single Family

Servicing. In general, servicing activities vary on individual |oans and over
the course of the year. As a result, sanpling for servicing reviews will be
focused on specific aspects of servicing rather than against the entire
portfolio.

A Areas to be reviewed. Servicers nust review all aspects of their
servicing operations as they relate to FHA-insured nortgages. The areas
listed bel ow nust be reviewed to ensure that all FHA, RESPA, and other
pertinent requirenents are being net.

* Servicing delinquent accounts;

* Loss Mtigation efforts;

* Reporting under the Single Family Default Monitoring System ( SFDVB);
* Forecl osure processing;

* MP billings;

* Deficiency judgenents;

* Clains, and clains wthout conveyance of title;

* New | oans, servicing transfers, acquisitions;

* Customer service;

* Fees and char ges;

* Escrow admi nistration;

* ARM adj ust ments and di scl osur es;

* HECM di sbur sement reporting;

* Section 235 recertifications;

* Assunption processing;

* Handl i ng of prepaynents;

* Paid-in-full nortgages; and

* Mai nt enance of records.

B. Ti mel i ness and Frequency. Quality Control of servicing nust be an

ongoi ng function. Due to the inportance of these aspects of servicing,
nort gagees nmust performnonthly revi ews of delinquent |oan servicing,



clains, and foreclosures. The other itens listed in the previous paragraph
nust be reviewed at least quarterly and should address activity that
occurred within the prior three nonths.

C. Sanpl e Size. Mortgagees servicing fewer than 3,500 loans, in their
total FHA portfolio, nust review 10% of the FHA | oans for each area of
servicing outlined in Paragraph 7-10(A), in accordance with the review
period described in 7-10(B). Mrtgagees servicing nore than 3,500 | oans
may use an appropriately sized statistical sanpling that provides a 95 %
confidence level with 2 %precision for the review of each area of servicing
--- provided the total population of the area of servicing outlined in

Par agraph 7-10(A), for the review period described in 7 10(B), is sufficient
to apply a statistical random sanpling methodol ogy. Al nortgagees,

regardl ess of their portfolio size, nust docunment the total popul ation and
how t he sanpl e size and sel ections were determi ned for each area of
servicing outlined in Paragraph 7-10(A).

7-11 Revi ew of Procedural Conpliance in Servicing.

A Real Estate Settlenent Procedures Act. The Quality Control
Program nust determ ne whether the nortgagee is in conpliance with the
provisions of RESPA in its escrow account adninistration

B. Ineligible Participants. The Quality Control Program nust

determ ne whether the nortgagee is ensuring that none of the participants
in an assunption (excluding the seller of a principal residence) has been
debarred or suspended, or is under an LDP for the programand jurisdiction
There al so nust be procedures to deternmine if the nortgage assunptor is
ineligible due to a delinquent federal debt (eligibility is influenced by
repaynent arrangenents, extenuating circunstances and the age of the
debt).

C. Fair Lending. The Quality Control Program nust include a review

of the nortgagees operations, including assunption processing, to assure
conpliance with the various fair lending | aws including the Fair Housing
Act and the Equal Credit Opportunity Act. Possible violations or

i nci dences of discrimnation nust be reported, in witing with supporting
docunentation, to the Ofice of Fair Housing and Equal Opportunity in
HUD Headquarters. Patterns of disproportionate aggressiveness or
forbearance in foreclosures on the basis of race, color, religion, sex,
handi cap, familial status or national origin under the Fair Housing Act or
the sanme prohibited areas in addition to age or martial status under the
Equal Credit Cpportunity Act.

D. Transfer of Servicing. The Quality Control Program nust include a
review of the transfer of servicing provisions as provided under Section 6
of RESPA.

7-12 Required Elerments for the Servicing Portion of the Quality Contro
Program Mortgagees nust service nortgages in conpliance with HUD
regul ati ons, Handbook 4330.1 (as revised), Mrtgagee Letters and
instructions for the subm ssion of clains. A nortgagees Quality Contro
Program for servicing nmust provide for a review of all aspects of |oan
servicing. Mortgagees nmust include the followi ng elenents in the

eval uati on.

A Det erm ne whet her | oan-servicing records are pronptly established



after loan closing and if the servicing records contain all necessary
docunent ati on

B. Det er mi ne whet her nortgagors are pronptly notified when the

nort gagee acquires servicing from anot her nortgagee and whet her | oan
servicing records are established inmediately upon transfer of a loan to the
nort gagees | oan servicing portfolio.

C. Det er m ne whet her | oans purchased contain all necessary
docunent s.

D. Determ ne whether all Mrtgage | nsurance Premiuns (MP) are paid
timely and in the correct anmbunts. The Quality Control review nust
i ncl ude an analysis to determ ne whether a nonthly or risk-based pren um
is due. This review nust include a sanpling of recently purchased | oans.

E. Det erm ne whet her the Mortgage Record Change was reported to

HUD on | oans sold to another servicer. Also, determine whether the selling
servicer reported the transfer of recently purchased | oans. This may be
done by exam ning the portfolio using the FHA Connection

F. Det erm ne whet her requests from nortgagors concerning their
i ndi vi dual nortgage accounts are responded to pronptly. Determ ne
whet her conplaints are pronptly and effectively handl ed.

G Det erm ne whet her escrow account functions are bei ng perforned
properly. This includes ensuring that:

* Funds are mamintained in an account separate fromthe nortgagees genera
operating account;

* Mortgagors are billed the proper anmpunts;

* Dishursenents are nmade pronptly as the itens for which the escrow was
est abl i shed becone due and payabl e;

* Bills are requested and obtai ned when not automatically received;

* Excessive bal ances are pronptly refunded to the nortgagor or applied to
the unpaid principal balance if the nortgagor so requests; and

* Escrow shortages are pronptly reported to the nortgagor and the
nortgagor is inforned of all options to renedy the shortage.

H. Det ermi ne whet her fees and charges i nposed on the nortgagor are
permitted and do not exceed the anobunt allowed by HUD FHA and the
provi sions of the nortgage and nortgage note. For exanpl e:

* Allowed fees: such as late charges, inspection fees, assunption fees, and
attorneys fee (only for the initiation of foreclosure proceedings); and
* Prohibited fees: such as prepaynent fees or reinstatenent fees.

l. Det erm ne whet her ARM adj ustnments are cal cul ated correctly and
i mpl enented tinely, after nortgagors are properly notified.

J. Det erm ne whet her Section 235 recertifications are perforned

annual |y, that assistance paynents are accurately conputed and billed using
the proper formula, that the income used for conputing the assistance
paynments is conpared to the inconme included in the nortgagors income
verification, and that nortgagors are properly notified of any changes to
their paynment. Determine if the prior years incone increased and/or a job
change occurred necessitating conputation and coll ection of any overpaid



assi st ance.

K. Det erm ne whet her qualifying assunptions were properly
underwitten. Determ ne whether a Mrtgage Record Change (identifying
assunptors name and Social Security Nunber) is pronptly reported to
HUD when the nortgage i s assuned.

L. Det erm ne whet her effective collection activities are pursued in a
timely fashion. Determ ne whether contact is attenpted with al
co-nortgagors, co-signors and fornmer nortgagors, as appropriate.

M Det er mi ne whet her accurate docunentation of collection efforts is
mai nt ai ned, incl uding:

* referral of the nortgagor to a HUD approved counseling agency; and
* mailing of HUD panphlet HUD 426 to nortgagors no |ater than the
second nonth of delinquency.

N. Det erm ne whet her a personalized interview (face-to-face or
tel ephone) with the nortgagor is attenpted before three full nortgage
install nents becone delinquent. |f the interview was not conduct ed,

docunent ati on nust be provided of an exception all owed by HUD.

O Det erm ne whet her accurate and tinmely subm ssion of required
reports is being made to the Single Family Default Monitoring System

P. Det erm ne whet her nortgagor information is reported to credit
reporting bureaus when appropriate.

Q Det ermi ne whet her property inspections to protect and preserve the
property are performed in accordance with HUD requirenents.

R Det erm ne whether all appropriate Loss Mtigation tools (i.e. specia
f orbearance, |oan nodification, partial claim pre-foreclosure sale, and
deed-in-1ieu) have been considered and docunented, and that nortgagors
are provi ded every reasonabl e opportunity to renedy a delinquency or
default prior to the decision to foreclose.

S. Det er m ne whet her additional assistance to remedy the delinquency
(e.g. oral and witten forbearance agreenments and refinances) is reasonable
given the financial data submitted by the nortgagor. Deternine whether
reasonabl e partial paynents are accepted in accordance with requirenents.

T. Det er m ne whet her forecl osure proceedings are initiated and

conpleted in a tinely nanner, and in conpliance with HUD requirenents
(e.g., decision to foreclose had concurrence of managenent).

u. Det er m ne whet her di saster noratoriumrequirements are net.

V. Det ermi ne whet her deficiency judgenents are taken where required.

w Det erm ne whether there are sufficient controls to ensure that clains
for insurance benefits are accurately prepared, properly calculated, fully
supported, and submitted in a tinely manner to HUD. The revi ew nust

i nclude, but should not be linmted to, the following itens:

* Preservation and protection;



Apprai sal costs;

Forecl osure costs of acquiring the property;

Costs associated with pursuing a deficiency judgnent;
Taxes;

Speci al assessnents;

Associ ation fees;

Hazard i nsurance prem uns;

Periodic MP;

Uncol | ected nortgage interest; and

Debenture interest.
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Al fees included nust conply with the reasonabl e and custonary fees
specified by the FHA Single Fanily Honeownership Center having
jurisdiction over REOin the location or with Fanni e Mae gui deli nes.

X. Det erm ne whet her interest charges in prepaynents are accurate.

Det erm ne whet her the note and security instrument are pronptly satisfied,
the termnation of FHA nortgage insurance is properly reported to FHA on
pai d-i n-full mnortgages, and escrow bal ances are pronptly refunded.

Det ermi ne whet her security instruments are pronptly rel eased.

Y. Det erm ne whet her the docunents required to be retained as

originals and the remaini ng paper docunents or acceptable i naged or
mcrofilmed versions are retained for a mninumof the Iife of the |oan plus
three years, and any additional tine required due to paynent of a claimor
Section 235 subsi di es.

Z. Det erm ne whet her the servicing of 203(k) | oans has been

compl eted in accordance with FHA guidelines (i.e., review of the handling

of rehabilitation escrows and di sbursenents, the rehabilitation |oan
agreenments, the scope of the repairs, the tineliness of their conpletion, and
borrower conplaints about quality). |In addition, nortgagees should

conduct physical inspections on a sanmpling of 203(k) | oans.



