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INTRODUCTION 
 
We have completed a review of the Seattle Office of Housing’s1 approval of an insured mortgage 
for the Loganhurst Health Care residential facility. 
 
The purpose of our review was to determine if HUD’s Seattle Office of Housing followed 
HUD’s mortgage credit requirements and prudent underwriting practices when reviewing and 
approving the application for insurance on the $3,995,000 Section 232 loan for the Loganhurst 
Health Care facility. 
 
We originally began our review following a request by the Seattle Multifamily Hub to secure 
Loganhurst’s financial records and perform a preliminary analysis of the project’s cash 
disbursements.  This analysis indicated that Loganhurst’s financial troubles were apparent even 
before the approval of its Section 232 loan leading us to perform a review and analysis of the 
loan underwriting process. 
 
 

                                                 
1 In early 1998, subsequent to the Seattle Office of Housing's underwriting and approval of the Loganhurst loan, 
HUD reorganized its multifamily production operations.  Since the reorganization, all multifamily production for 
the Northwest/Alaska District has been handled by the Northwest/Alaska Multifamily Hub. 

  



 
 
 

METHODOLOGY AND SCOPE 
 
To accomplish our objective, we: 
 

�� Reviewed HUD handbooks to determine mortgage credit requirements; 
 
�� Interviewed HUD Seattle Office of Housing staff; 
 
�� Obtained and reviewed disclosures made to HUD by J.A.M. Davis representatives prior 

to firm commitment; 
 
�� Obtained and reviewed documentation of debt applicable to J.A.M. Davis and/or the 

principal owner; 
 
�� Verified if all material debt and adverse credit items were disclosed to HUD prior to firm 

commitment; 
 
�� Obtained and reviewed documentation of debt and adverse credit items disclosed to 

Hoover Mortgage prior to firm commitment; and 
 
�� Determined if diversions occurred, the nature of the diversions, and the solvency of 

principal parties. 
 
We performed our review at the Seattle HUD office, the Loganhurst Health Care facility, and 
Hoover Mortgage at various times from May 2001 to January 2002, and covered the period from 
July 1994 to May 2001. 
 
Should you or your staff have any questions, please contact me at 206-220-5360. 
 
 

BACKGROUND 
 
The purpose of Section 232 is to conserve and increase the supply of residential care facilities 
by providing mortgage insurance.  The HUD Field Offices are responsible for assuring that 
processing and underwriting is carried out in accordance with the program regulations and 
instructions.  FHA-approved multifamily lenders (mortgagees) submit applications for 
conditional and firm commitment on behalf of prospective borrowers (mortgagors) to the 
HUD Field Office. 
 
The Davis family had been operating a nursing home in Spokane, Washington for over fifty 
years.  In 1982, Florence Davis Reynolds (principal owner) took over as principal owner and 
administrator of the nursing home business.  Prior to building its new facility, the Davis family 
operated a 45-bed nursing home that occupied the old Turner Mansion, which was built in the 
early 1900s.  Over the years, the name of the business changed from Davis Nursing to Davis 
Convalescent, and then to St. Jude's Health Care.  In 1990, St. Jude’s filed bankruptcy because 
of problems with the Washington State Department of Social and Health Services (DSHS) and 
bad business decisions.  The business bankruptcy led to a personal Chapter 13 bankruptcy for the 
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principal owner and the formation of J.A.M. Davis Inc. with her three sons.  J.A.M. Davis began 
doing business as Loganhurst Health Care and took over the operation of the nursing home with 
the principal owner as Loganhurst’s administrator.  The certificate of need for the nursing home 
was transferred from St. Jude’s to the new corporation in 1991. 
 
In July 1994, J.A.M. Davis applied for a $2.2 million HUD-insured loan to construct a new 45-
bed nursing home facility adjacent to the Turner Mansion site.  Hoover Mortgage Company 
submitted the application for Site Appraisal and Market Analysis (SAMA) for the new project 
to the HUD Seattle Office of Housing on behalf of J.A.M. Davis.  The SAMA application 
expired and Hoover submitted a replacement SAMA application for a $3.8 million loan in 
August 1996.  In September 1996, the Seattle Multifamily Production Branch Chief sent a 
rejection letter to Hoover stating:  “We are not confident that a nursing home with only 45 beds 
can efficiently and effectively serve high acuity patients.” 
 
Hoover appealed the rejection and HUD reconsidered.  In November of 1996 HUD requested 
an in-depth market study and business plan, and in April 1997 HUD found the modified SAMA 
application worthy of further consideration.  In July 1997 Hoover submitted an application for 
firm commitment on behalf of J.A.M. Davis.  By the end of 1997 HUD issued a firm 
commitment and initial endorsement for the mortgage insurance.  Residents of the old Turner 
Mansion facility were moved into the new building upon completion of its construction in 
July 1999.  HUD issued a final endorsement for insurance on the $3,995,000 mortgage on 
October 12, 2000. 
 
Upon the opening of the new facility, the principal owner of J.A.M. Davis Inc., who was also 
Loganhurst's administrator, began diverting scarce operating funds in violation of the regulatory 
agreement.  The diversions were primarily related to the repayment of debt that was disclosed 
to HUD prior to firm commitment.  Apparently, J.A.M. Davis' principal owner repaid debts, 
including stockholder loans and interim financing that had given J.A.M. Davis the appearance 
of a debt-free entity with cash reserves.  The project had no surplus cash at the time of the 
diversions.  The diversions ultimately led to the project’s inability to make timely payments for 
its mortgage, employee taxes and benefits, and vendors.  From October 2000 to February 2001, 
the Washington State Department of Social and Health Services (DSHS) cited Loganhurst six 
times for putting patients in immediate jeopardy.  According to the head of nursing home 
licensing for DSHS, most of the problems stemmed from Loganhurst’s poor financial 
performance.  In April 2001, DSHS hired a temporary manager to oversee the operations of 
the nursing home; however, the temporary manager found that the severe financial problems 
prohibited the nursing home from continuing to care for residents.  Citing these financial 
difficulties, the Washington DSHS determined that the safety of the residents was in jeopardy, 
and on May 7, 2001, revoked Loganhurst’s license.  This resulted in the removal of the residents, 
closure of the nursing home facility and ultimately a default of the Section 232 mortgage.  The 
loan was assigned to HUD on June 20, 2001 and is currently in the foreclosure process.  The 
amount of loss will be determined upon completion of the foreclosure and disposition of the 
project. 
 
 

RESULTS OF REVIEW 
 
The Seattle Office of Housing approved insurance for a $3,995,000 loan for a residential care 
facility that was financially unstable.  This occurred because HUD staff did not fully follow the 
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applicable HUD handbook requirements when it processed and approved the loan for the 
construction of the new facility housing the Loganhurst Health Care center in Spokane, 
Washington. 
 
Specifically we found that HUD did not: 
 

�� �dequately consider the principal owner's poor financial and business history; 
 
�� Require the mortgagor sponsor to submit complete financial statements for the 

corporation; 
 
�� Return the application to the mortgagee for failure to adequately pre-screen the 

application; and 
 
�� Require a written explanation of the derogatory information. 

 
Although Loganhurst’s owner, J.A.M. Davis, and its representative, Hoover Mortgage, did not 
fully disclose the financial condition of the project as required, sufficient disclosures of past and 
potential financial difficulties were made in the mortgage application documents that should 
have caused the Seattle Office of Housing to reject insurance endorsement for the loan. 
 
The former Seattle Multifamily Housing Director approved a risky and financially weak 
applicant, and the owner subsequently diverted over $177,000 in project operating funds to pay 
back loans and other non-project costs that were incurred in order to obtain approval for the loan.  
These diversions further weakened the owner’s financial position, and the property soon went 
into default and foreclosure.  The owner also violated HUD requirements by making a prohibited 
asset transfer. 
 
The Seattle Multifamily Hub appears to have implemented adequate controls that should prevent 
a reoccurrence of the problems discussed in this memorandum.  As such, this memorandum does 
not include any recommendations. 
 
HUD requirements for mortgage insurance for residential care facilities 
 
According to paragraph 1-4 of HUD Handbook 4600.1, Residential Care Facilities – Nursing 
Homes, the Field Office Manager is responsible for assuring that underwriting is carried out in 
accordance with the program regulations and instructions.  Paragraph 2-4 requires that, in order 
to be eligible for this FHA program, all mortgagors must be single asset mortgagors. 
 
Paragraph 4-5 requires the mortgagor to submit complete financial statements including an 
Aging Schedule of Accounts Receivable and Payable that provides:  name, type of account 
(trade, affiliate, employee, relative or other), payment terms, amount and aging information.  
In addition, all financial statements submitted for an application must include the criminal 
certification on the back of Form HUD-92417. 
 
HUD Handbook 4470.1 Mortgage Credit Analysis, Paragraph 2-2 requires mortgagees to pre-
screen the proposed applications for completeness and verify the information presented in the 
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application against information contained in the applicant's credit report(s) and financial 
statements.  They are required to closely review the credit reports and financial statements and: 
 

�� Make reasonable inquiries to determine if the mortgagor has undisclosed Federal debt; 
�� Determine if potential discrepancies between the financial statements and credit reports 

exist; and 
�� Determine if there is any adverse information such as slow payments or potential 

judgments. 
 
Chapter 2 of Handbook 4470.1 also establishes HUD’s underwriting responsibilities.  HUD 
Mortgage Credit staff must: 
 

�� Decide whether the application and exhibits are acceptable for processing; 
�� Review the application exhibits as listed in Handbook 4600.1; 
�� Send the Multifamily Housing Representative (MHR) a listing of any missing credit 

information or ask for supplemental or clarifying information needed to prepare the 
case for processing; 

�� Return the application if the mortgagee fails to pre-screen the application; 
�� Reject applications that include missing or incomplete exhibits; 
�� Assure that credit reports obtained by HUD or the mortgagee provide all of the required 

information; 
�� Investigate any adverse credit information that appears on the credit report or which 

becomes known; 
�� Require a written explanation of derogatory information; and 
�� Reject the application based on the credit analysis if the principal has a history of slow 

payments, unresolved Federal debt or if there are judgments or actions against the party, 
which could significantly impact upon the financial position of the individual/firm or 
result in a determination that the individual/firm is an unacceptable credit risk. 

 
Paragraph 3-6 provides guidance on the analysis of the applicant’s financial statements and 
instructs the Mortgage Credit staff not to consider interlocking investments between affiliated 
corporations, and to consider only assets that are readily available for investment by the 
mortgagor. 
 
At Initial Endorsement HUD requires the mortgagor representative to sign a Regulatory 
Agreement (HUD-92466 (10-85)).  It states “Owners shall not without the prior approval 
of the Secretary:… 
 

c. Assign, transfer, dispose of or encumber any personal property of the project, or 
including rents,  

e. Make, or receive and retain, any distribution of assets or any income of any kind 
of the project, except surplus cash….” 

 
The principal owner's poor financial and business history was not adequately considered 
 
Information submitted by Hoover Mortgage on behalf of Loganhurst Health Care and the 
principal owner disclosed a history of slow payments, including late payment of Federal 
employment taxes.  Further, the principal owner's credit report disclosed a history of slow 
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payments of creditors.  She also filed personal and business bankruptcies in 1990 due to bad 
decisions made while administering the nursing home.  Our analysis of her financial position 
at the time of loan application revealed that she did not have capacity to service her existing debt. 
 
The Section 232 mortgage insurance program is unique among HUD’s multifamily insurance 
programs because the insurance covers buildings used as nursing homes.  Loganhurst was the 
first Section 232 project processed by the Seattle Office of Housing.  On the surface, J.A.M. 
Davis met the Section 232 requirements as it was structured as a single asset (the nursing home 
building) entity with the minimum required capitalization.  The building was designed only as 
a nursing home facility and could not generate revenues to pay the mortgage if it did not contain 
a well-run nursing home business.  During the application process for the Loganhurst loan, the 
Office of Housing did not sufficiently review the underlying business that was supposed to 
support the payments on the insured 232 mortgages, its past performance, and the financial 
history of its principal owner.  Instead the Office of Housing only considered the building and 
the building’s ownership entity when underwriting the insured loan. 
 
The mortgagor sponsor did not submit complete financial statements 
 
Hoover Mortgage did not present complete financial statements for the Loganhurst loan.  
The financial statements for Loganhurst and its principal owner did not contain the following 
required exhibits: 
�

�� Criminal certifications from both Loganhurst and the principal owner. 
 
�� A complete listing of real property owned by the principal owner, including original cost 

and assessed value.  A listing of real property that contained all of the required elements 
would have disclosed an overstatement in the value of the old nursing home building. 

 
�� Supporting schedules for receivables and payables for Loganhurst’s financial statements.  

Our review of the Loganhurst financial statements indicated that there were excessive 
balances in the Accounts Receivable, Accounts Payable, Payroll Taxes, and Benefits 
Payable accounts.  Supporting schedules may have disclosed items such as doubtful 
receivables, slow payments of creditors and delinquent Federal tax payments. 

 
The Seattle Office of Housing should have required the mortgagor sponsor to submit all required 
financial statement documents. 
 
The application should have been returned to the mortgagee's representative for failure to 
adequately pre-screen the application 
 
The application package submitted by Hoover Mortgage on behalf of J.A.M. Davis was not 
adequately pre-screened.  HUD requires that applications must be pre-screened and, if the 
application package is not complete, it should be returned to the mortgagee's representative. 
 
An adequate pre-screening would have revealed the following: 
 

�� The principal owner's financial statement overstated the asset valuation.  The old nursing 
home building and land value were significantly overstated.  Our review of a prior 
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financial submission disclosed that the tax-assessed value was approximately $200,000; 
however, the principal owner's financial statement valued the land and building at over 
$1.2 Million.  Furthermore, a financial statement submitted in an earlier application 
package valued the old building at over $500,000 less. 

 
�� There were over $600,000 of related party transactions in the principal owner’s financial 

statements that should not have been considered during the financial statement screening 
and analysis.  The $600,000 asset had no solid financial basis as it consisted primarily of 
the principal owner's own valuation of her holdings of J.A.M. Davis stock.  Excluding 
this self-valued asset, the principal owner's financial statement would show a negative net 
worth, and insufficient income to pay her existing debt. 

 
�� Loganhurst’s financial statements were inconsistent with its credit report.  According to 

the credit report, Loganhurst is a cash basis business with no trade accounts, however our 
review of the financial statements disclosed significant balances in accounts payable. 

 
The application did not have a written explanation of all the derogatory information 
 
In an August 1996 pre-application questionnaire, the principal owner disclosed that the project 
had received $350,000 of interim financing from the United Security Bank (USB); however, the 
application did not include any mention of this financing.  In an internal email, a member of the 
HUD mortgage credit staff questioned why the $350,000 loan was not shown in the application.  
The HUD underwriting files had no other documentation relating to this loan until the May 2, 
1997 application supplement from J.A.M. Davis, which showed the USB loan amount as 
$579,807, almost $230,000 more than the amount shown in the pre-application questionnaire.  
Subsequently, HUD received a copy of a letter dated May 5, 1997 from Loganhurst’s project 
manager to Hoover Mortgage explaining that the USB loan was a personal debt of the principal 
owner, and that J.A.M. Davis, Inc.  “…is not involved in this transaction in any way.”  However, 
according to a United Commercial Code (UCC) Security Filing, still in effect at the time of the 
May 5, 1997 letter, USB had a security interest in J.A.M. Davis’ business assets and accounts, 
indicating that J.A.M. Davis (not Florence Reynolds) was the actual borrower. 
 
The May 5, 1997 letter also stated that none of the new HUD-insured loan proceeds would be 
used to repay the USB loan.  In June 1997, the owners of J.A.M. Davis and the Vice President 
of United Security Bank signed a restructure agreement removing J.A.M. Davis from liability 
on the note subject to the conditions in the restructure agreement.  However the restructure 
agreement contained the following clause: 
 

“That Reynolds, and Guarantors, as principals of J.A.M. Davis hereby covenant 
that they shall cause J.A.M. Davis to perform all obligations required by J.A.M. 
Davis under all agreements between USB and J.A.M. Davis, contemporaneously 
engaged in and executed with the aforementioned Promissory Note.  Included 
therewith is an Agreement which sets forth the mechanics of the establishment of 
a $150,000 Capital CD, an Architectural Fee CD, and provides that J.A.M. Davis 
shall receive reimbursement, on ultimate HUD approval, for certain development 
fees.  All parties covenant that they shall cause J.A.M. Davis to assign to USB all 
rights to receive fee reimbursements as contemplated in said Agreement. J.A.M. 
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Davis hereby agrees to continue to be bound by the provisions of said 
Agreement.” 

 
In effect, the above clause provides that reimbursements received by J.A.M. Davis from the 
HUD loan proceeds will be used to pay off the USB loan.  Hoover Mortgage’s files contained a 
copy of the USB loan restructure agreement but failed to forward a copy to HUD.  If it had been 
provided, HUD would have been aware that the May 5, 1997 letter to Hoover was in conflict 
with the June USB loan restructure agreement and that J.A.M. Davis continued to be obligated 
to pay off the USB debt. 
 
HUD concentrated its underwriting review on the ownership entity and did not follow up on 
information pertaining to the project’s principal owner.  There was no documentation in the 
underwriting files that HUD did any further research on this loan transfer or questioned where 
the principal owner would obtain the funds to pay off this debt.  At a minimum, HUD should 
have requested and reviewed a copy of the agreement to restructure the loan between USB, 
J.A.M. Davis, and the Davis family to determine who was actually responsible for the loan 
repayment. 
 
The owner made improper diversions and a prohibited asset transfer after loan 
endorsement 
 
The owner violated the regulatory agreement by using over $177,708 of Loganhurst Health Care 
operating funds to pay back loans covering project cost overruns and other costs associated with 
the old nursing home building.  The regulatory agreement specifies that rents can only be used 
for operating expenses unless the business is in a surplus cash position.  Our review of the 
project’s accounting records disclosed that over $52,743 of stockholder loans were paid off 
from 1999 to 2001.  In addition, payments of over $94,515 were made on the USB loan.  We 
also found that over $30,450 was used for costs associated with the Turner Mansion building.  
According to the project’s accounting records, no surplus cash was available when these 
payments were made. 
 
The owner also violated HUD's eligibility requirements by transferring title of the Turner 
Mansion to J.A.M. Davis.  Legal records disclosed that a quitclaim deed was recorded on 
October 7, 1998 and listed J.A.M. Davis Inc. as the legal owner of the land and building (Turner 
Mansion) located at 1521 E. Illinois.  The transfer occurred after initial endorsement and prior to 
final endorsement of the FHA mortgage and is in violation of eligibility requirements.  During 
the application process Loganhurst acknowledged that they were aware of the single asset, single 
mortgage requirement. 
 
This report focuses on HUD’s underwriting processes.  The OIG is separately addressing issues 
regarding the loan sponsor’s role in the application process, and the owner’s Regulatory 
Agreement violations. 
 
HUD indicates it has procedures to reduce underwriting risks 
 
Northwest/Alaska Multifamily Hub officials generally agree with our finding.  In their written 
response (Appendix A), they said that, subsequent to the approval of the Loganhurst loan, and 
prior to our audit, new Department-wide policies and procedures were put into place that reduce 
the underwriting risk of Section 232 Health Care Facilities.  According to the HUB, all 
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submissions for FHA Section 232 insurance to the Northwest/Alaska Hub are processed under 
Multifamily Accelerated Processing (MAP).  They also noted that the HUB developed additional 
monitoring procedures to further scrutinize the underwriting of Section 232 facilities by the 
MAP-approved lenders.  
 
The current underwriting procedures include: 
 

�� Prohibiting MAP lenders to process loans if they have a history of loan assignments due 
to poor underwriting; 

�� Approval of MAP lenders by HUD Headquarters using strict guidelines; 
�� Periodic monitoring and on-site reviews of MAP lenders by the Office of Quality 

Assurance; 
�� Prohibition against waiving the submission of required MAP documents; 
�� Prohibiting the participation in the Section 232 loan program of any owner or operator of 

a healthcare facility or their affiliates that has filed for, is in, or has emerged from 
bankruptcy within the prior five years; 

�� Assignment of three Senior Project Managers from the Northwest/Alaska Multifamily 
Hub to participate in all underwriting reviews of health care facilities.  This monitoring 
includes close collaboration with state health care licensing staff to determine if there are 
any issues that may negatively impact the health care facility’s license to operate.  

�� Under MAP, underwriting team members review the entire loan application and not just 
sections of the application package pertaining to a team member’s particular discipline. 

 
The response also noted that the Northwest/Alaska Hub took immediate steps when it learned of  
the owner’s violations of  the Regulatory Agreement including: 
 

�� Sending a letter to J.A.M. Davis requesting corrective action; 
�� Recommending foreclosure immediately after the facility closed; and  
�� Flagging all J.A.M. Davis’ principals and Hoover Mortgage in HUD’s 2530 computer 

system.  Doing so prevents J.A.M. Davis, its principals, and Hoover Mortgage from 
participating in FHA multifamily insurance programs. 

 
HUD's controls appear to be adequate 
 
We agree that the Northwest/Alaska Hub’s current underwriting procedures, if followed, should 
prevent a reoccurrence of the issues discussed in this report.  Further, the Hub’s current internal 
procedures, including interfacing with state health licensing officials and reviews of the entire 
underwriting package by all members of its underwriting team, should alert the Hub to financial 
weaknesses and inconsistencies in loan applications. 
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  APPENDIX B 
 
 

DISTRIBUTION OUTSIDE OF HUD 
 
Ranking Member, Committee on Governmental Affairs, 340 Dirksen Senate Office Building, 
 United States Senate, Washington, DC  20510 
Chairman, Committee on Government Affairs, 706 Hart Senate Office Building, 
 United States Senate, Washington, DC  20510 
Chairman, Committee on Government Reform, 2185 Rayburn Building, 
 House of Representatives, Washington, DC  20515 
Ranking Member, Committee on Government Reform, 2204 Rayburn Building, 
 House of Representatives, Washington, DC  20515 
Director, Housing and Telecommunications Issues, United States General Accounting Office, 
 441 G Street, NW, Room 2T23, Washington, DC  20548 
Chief, Housing Branch, Office of Management and Budget, 725 17th Street, NW, Room 9226, 
 New Executive Office Building, Washington, DC  20503 
Senior Advisor, Subcommittee on Criminal Justice, Drug Policy and Human Resources, 
 B373 Rayburn House Office Building, Washington, DC  20515 
House Committee on Financial Services, 2129 Rayburn House Office Building, 
 Washington, DC  20515 
Senior Counsel, Committee on Financial Services, U.S. House of Representatives, 
 B303 Rayburn House Office Building, Washington, DC  20515 
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