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TO: Charles E. Gardner, Director, Atlanta Homeownership Center, 4AHH

FROM: Nancy H. Cooper
District Inspector General for Audit-Southeast/Caribbean, 4AGA

SUBJECT: Mego Mortgage Corporation
Title | Approved Lender
Atlanta, Georgia

Attached is our report on Mego Mortgage Corporation, now known as Altiva Financial, for
selected Department of Housing and Urban Development (HUD) insured Title | mortgages
originated in the states of Arkansas, California, Florida, Georgia, Louisiana, New Y ork, and Ohio.

The report identifies significant loan origination deficiencies that warrant action by the Atlanta
Homeownership Center. Mego did not comply with HUD requirements and prudent lending
practices when it originated and/or underwrote 23 of 24 HUD Title | loans. Furthermore, Mego
needed to improve its inspection procedures.

Within 60 days, please furnish a status report, for each recommendation, on: (1) the corrective
action taken; (2) the proposed corrective action and the date to be completed; or (3) why action is
considered unnecessary. Also, please furnish us copies of any correspondence or directives issued
related to this audit.

We are providing a copy of this report to Mego Mortgage Corporation.

Should you or your staff have any questions, please contact James D. McKay, Assistant District
Inspector General for Audit, at (404) 331-3369.
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Executive Summary

We completed a review of Mego Mortgage Corporation (Mego), an approved Title | Lender,
generdly for the period January 1, 1996, through August 31, 1998. We conducted the review
because Mego had a default rate which exceeded the national average for Title | lenders. The
audit objective was to determine if Mego originated HUD insured Title | loans according to HUD
requirements for borrower income, liabilities, loan amount, and property inspections. We
identified noncompliance with requirements for each area.

Mego did not properly process and underwrite Title | loans. Mego consistently approved
excessive ($176,518) and inadequately supported ($126,930) loan amounts, and in six cases
without a proper review of borrowers income and or liabilities. We aso identified instances
where Mego approved loans without adequately clarifying differences between work items listed
in the application and the detailed cost estimates. The deviations from requirements increased
HUD’s insurance risk on the loans approved for excessive amounts and whose dligibility Mego
did not clearly establish. These matters provided the opportunity for fraud and abuse of the Title
| program. We identified several instances where such abuses had occurred.

Mego also needed to improve certain practices and or procedures related to property inspections.
We noted (a) two instances where Mego failed to notify HUD about program abuses that came to
its attention; (b) one instance where Mego’s inspections did not document the borrower’s failure
to complete repairs, and (¢) one instance where Mego did not timely resolve issues raised by a
borrower who filed a complaint concerning deficient work by a dealer. These deviations from
requirements deprived HUD of information it could have used to protect the integrity of the Title
| program. They aso reduced assurance that borrowers used their Title | loans for allowable
repairs that were reasonably priced and completed with acceptable workmanship.

The forgoing program violations occurred because Mego did not follow or consistently follow
HUD requirements and prudent lending practices.

We recommend that the Atlanta Homeownership Center take appropriate administrative action
against Mego.

We discussed the issues in this report with Mego representatives during the review and at an exit
conference held at Mego's office on August 30, 1999. Mego officials took exception to the
report and recommendations. Mego’'s comments are summarized at the end of each finding, and
presented as Attachment B.
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| ntroduction

Background

HUD insures property improvement loans made by approved lending institutions under Section 2
of Title | of the National Housing Act. HUD executes aTitle | contract with lenders approved by
the Secretary to originate, purchase, hold, service, and/or to sell Title | loans. In making Title |
loans, the lender may utilize the services of a loan correspondent and/or a dealer. A loan
correspondent is a financial institution approved by the Secretary to originate Title | direct loans
for sde or transfer to a sponsoring lending institution that holds a valid Title | contract of
insurance. A dedler, in the case of property improvement loans, means a seller, contractor or
supplier of goods and services. A dedler loan means a loan where a deder, having a direct
interest in the transaction between the borrower and the lender, assists the borrower in preparing
the credit application or otherwise assists the borrower in obtaining the loan from the lender.

Mego Mortgage Corporation was incorporated on June 12, 1992, in the State of Delaware. HUD
approved Mego as aTitle | Lender on March 8, 1993. Effective March 18, 1999, Mego amended
its Certificate of Incorporation with the State of Delaware and officially changed its name from
Mego Mortgage Corporation to Altiva Financial Corporation. The name change occurred after
the period covered by the audit. Throughout the report we use the name Mego to refer to Mego
Mortgage Corporation and to Altiva Financial Corporation because that was the name in effect
for the period of our tests.

During our audit period, January 1, 1998, through August 31, 1998, Mego funded 13,068 |loans
of which they had filed 451 claims with HUD. Mego quit processing Title | loans on March 31,
1998.

Mego's office was located on the sixth floor of 1000 Parkwood Circle, Atlanta, Georgia 30339.

Cialnaiiiiiiiiiiiiiiiioiiiiiiiiin Our audit objective was to determine if Mego complied with
::Audl:thjectlv&s,:&qp:e:-gég HUD Title | requirements related to the analysis of
borrower income, borrower liabilities, loan amount and
property inspections. The audit generally covered the
period January 1, 1996, through August 31, 1998. During
that period Mego funded 13,068 Title | loans of which it
had filed 451 insurance clams with HUD. To accomplish
the audit objectives, we judgmentally selected and reviewed
24 loans with principal amounts that totaled $470,009. The
24 loans included three for which the borrowers were
current on their monthly payments, four where the
borrowers were in default; and 16 for which
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Mego had filed insurance claims with HUD. The properties
were located in the states of Arkansas, California, Florida,
Georgia, Louisiana, New York, and Ohio. The sample
included 11 loans processed by Mego deders and 13 loans
processed by Mego sponsored loan correspondents. To
assess compliance of the loans with requirements, we:

1.
2.
3.
4

5.

Reviewed applicable Federal regulations and HUD
guiddlines,

Interviewed HUD staff, Mego staff, and borrowers;
Verified borrower income and liabilities,

Obtained and evaluated relevant documents from
Mego and HUD; and

Inspected properties located in Arkansas, Florida,
Georgia, Louisiana, and Ohio to determine if the
improvements were properly completed and
reasonably priced.

We performed our field work from August 1998 to June
1999. We conducted the audit in accordance with generally
accepted government auditing standards.
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Finding 1

Need to Improve Underwriting Practices

Mego personnel did not comply with HUD requirements and prudent lending practices when it
originated and/or underwrote 23 of 24 HUD Title | loans. Asaresult, Mego approved loans for:

Excessive ($176,518) and inadequately supported ($126,930) amounts.
Six borrowers without a proper credit analysis.
Six borrowers whose cases involved various other compliance issues.

This occurred because Mego did not comply with requirements when it processed and underwrote
the loans. These conditions increased HUD’ s insurance risk on the loans and the opportunity for
fraud and abuse. Mego had filed insurance claims with HUD for 16 of the 24 loans examined.
We identified severa instances where such abuses had occurred.

We judgmentally selected and performed a limited review of 24 loans to assess whether Mego had
complied with certain HUD underwriting requirements. To assist with the analysis, we obtained
the services of our construction analyst. The analyst inspected 16 of the properties to analyze the
cost of the repairs and to assess the quality and completeness of the work. The analyst also
reviewed cost estimates submitted by five of the borrowers to determine if they properly
supported the loan amounts.

Title 24 of the Code of Federa Regulations (CFR), Part
201.10(a) states that the total principal obligation for the
property improvement loan shall not exceed the actual cost
of the project plus applicable fees and charges. Title | loan
proceeds shall be used only for eligible purposes cited in the
loan application to finance property improvements that
substantially protect or improve the basic livability or utility
of the property (24 CFR 201.20). To assist in making this
determination, lenders are required to obtain a detailed
written description of the work to be performed, the
materials to be furnished, and their estimated cost (24 CFR
201.26(a)(2)). Lenders are also required to employ trained
personnel  competent to perform their assigned
responsibilities in consumer and mortgage lending activities
(24 CFR 202.3(b)).

Mego either did not obtain or did not adequately review
borrower cost estimates and contracts to ensure that their
loan amounts did not exceed the cost of projects described
in the borrowers Title | loan applications. Specificaly,
Mego approved:
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$176,518 in excessive loan amounts (Appendix A)
- Mego approved 18 loans totaling $355,851 that
exceeded what the borrowers needed for work
described in their loan applications by $176,518 or
by 50 percent. Some edtimates contained
information sufficient for Mego to have evauated
the costs, while in other instances more information
was needed. However, Mego did not adequately
review the detailed information provided nor did it
request missing details when needed. Mego simply
approved the loan amounts cited in the borrower’s
applications without adequate consideration of the
supporting details and whether the proposed work
justified the loan amount.

Our construction analyst reviewed the cost estimates
and inspected the properties. During the inspections,
the analyst obtained measurements, quantities and
other details that should have been but were not
included in Mego’sfile. The anayst used the results
to calculate how much the work should have cost.

We were especialy concerned about the $105,032
excessive amounts for dealer processed loans. The
dealers were contractors who either knew or should
have known they had overvalued the repairs. The
dedlers helped the borrowers prepare their loan
applications that included the repair estimate. The
dealers aso did the work after Mego approved the
borrowers loan applications. The dealers received
the excessive amounts they estimated for the work.
The $71,486 excessive amounts for the loans
processed by correspondents, unlike the dealer
loans, were the responsibility of the borrowers.
However, in both instancess, Mego had a
responsibility to ensure that the cost estimates
justified the loan amounts to reduce the opportunity
for fraud and abuse. For instance:



Finding 1

Borrower A recelved a $25,000 loan. The
borrower said he used $15,000 to pay bills and
about $8,000 for repairs to the property. The
borrower’ s statements were consistent with our
determination that the loan was excessive by
$8,141 and with our determination that the
borrower did not perform work valued at
$18,925 in the cost estimate sent to Mego. The
borrower said he told the loan correspondent,
Real Estate Mortgage Acceptance Co., who
processed the loan that he basically wanted the
loan to pay hills Mego made a smilar
determination as to misuse of funds and
incomplete work when it inspected the
property. However, Mego did not report this
matter to HUD (Finding 2).

The spouse of borrower P said the dealer, City
Wide Builder, Inc., completed the work cited in
the loan application and then returned $10,000
of the loan amount to her and her husband. The
borrower’ s statements were consistent with our
determination that the dealer overvalued the
work by $15,891. The excessive loan amount
was more than enough to offset the $10,000
alegedly returned to the borrower. Thisleft the
dealer with about a $5,000 windfall as well.

Borrower O received a $25,000 loan for

exterior siding and roof repair to a 408 sguare
foot non-residential structure.
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The loan exceeded the indicated repair cost by
$20,949.

$126,930 for inadequately supported loan amounts.
Mego approved $126,930 for seven loans without
obtaining and or reviewing the details it needed to
ensure that the loans did not exceed the cost of
projects described in borrower applications. The
missng information involved data such as
measurements, quantities, and specifications for
materials and or supplies. We did not inspect these
properties to obtain the missing information as we
did for the preceding cases. Instead, we assessed
the estimates based on the information contained in
Mego's loan file for the respective borrowers.

The frequency of the foregoing deficiencies indicated a

systemi

¢ problem within Mego’s operations. The excessive

and inadequately supported loan amounts created the
opportunity for fraud and abuse.
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Finding 1

Lenders are required to verify the borrower’s income (24
CFR 201. 22(a)(3)). They are adso required to include
income from all sources that is reasonably expected to be
available during the first two years of the loan obligation (24
CFR 201.22(a)(10)). If acredit report is not available or is
incomplete, the loan file shall contain other documentation
of the lender’'s diligent investigation of the credit of the
borrower (24 FR 201.22(a)(5)). HUD limited approval of
Title | loans to borrowers with debt to income ratios at or
below 45 percent (Title | Letter TI-412, dated October 18,
1991).

Mego did not properly evaluate income and or liabilities for
6 of the 24 loans examined. For Instance:

Borrower Q - Mego added 25 percent to the
borrower’s verified income. The files did not
document the basis for the 25 percent increase. In
its written response to the finding, Mego stated that
it used the 25 percent pursuant to the Equal Credit
Opportunity Act to gross-up the borrower’s social
security income. The HUD Title | regulations don’t
address this issue. Therefore, we recaculated the
borrower’s income based on the amount Mego
verified with the employer. The results showed a
debt to income ratio of 48 percent versus the 39
percent rate Mego calculated.

Borrower E - The credit report showed the
borrower had monthly payments totaling $1,378 to
nine creditors. Mego only used monthly payments
totaling $821 to three of the nine creditors in its
analysis of the borrower’s creditworthiness. Thefile
did not explan why Mego omitted monthly
payments totaling $557 to the other six creditors.
As a result, Mego calculated a 34 percent debt to
income ratio when the actual ratio amounted to 58
percent. However, we noticed that Mego obtained
an agreement from the loan correspondent, Newport
Shores Financid, Inc., to repurchase the loan if the
borrower ever becomes 60 days delinquent.
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Finding 1

- Other: compliance issue

Borrower W - Based on our independent verification
and review, the borrower had an excessive 70
percent debt to income ratio versus the 49 percent
ratio Mego calculated and approved.

The files for the other three borrowers did not contain
proper support for Mego’s decision to approve the loans.
The loans involved inadequate verification of overtime for
borrower C; inadequate consideration of self employment
income for borrower F and, inadequate verification of
liabilities for borrower T.

For any loan with a total principal balance in excess of
$5,000, lenders shall obtain written verification of the
source of all funds of the borrower required for the
borrower’s initial payment, if such payment will be in excess
of five percent of the loan (24 CFR 201.22(a)(8)).

The settlement statement showed borrower M made a
$1,285 initia payment. The initial payment exceeded five
percent of the loan amount. Mego did not obtain the
required written verification of the source of funds the
borrower used for the initial payment.

Title I loan proceeds shall be used only for eligible purposes
cited in the loan application (24 CFR 201.20).

The cost estimates for Borrowers A, B, E, and F included
repairs that were not mentioned in the list of repairs shown
in the loan application. The repairs listed on the application
and those listed on the cost estimate should agree.

Auditee Comments

00-AT-225-1001

Excessive or Unsupported L oan Amounts

Mego officials adamantly opposed this finding. Mego
contended they obtained and reviewed al information
required by the governing regulations. Mego stated federal
statutes, regulations, and HUD Title | program guidelines
do not define or provide assistance in determining the
amount of detail which is required in the written description
of improvements or materials to be furnished. Moreover,
they knew of no obligation imposed upon a Title | lender, in
a statute, regulation, or other written guidance by HUD to
price improvements, to engage independent analysts or to
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Finding 1

otherwise scrutinize the work to be performed, the materias
to be provided, or the actual cost of such materials. Mego
agreed they were required by regulation to employ trained
personnel to perform their assigned responsibilities in
consumer and mortgage lending activities. However, they
contended the obligation did not extend to employment of
construction analysts or other employees with building,
construction or similar training or experience.

Mego said it priced many of the materials which the OIG's
estimate listed as excessive and strongly objected to severd
of the estimates made by the construction analyst retained
by HUD. Mego said the construction anayst had the
benefit of inspecting the actual improvement after their
completion, which information, of course, was not available
to Mego at the time it conducted a review of documentation
designed to ensure that the loan was eligible for the Title |
program. In addition, they said HUD’ s construction analyst
inspected the property years after the improvements were
completed which may have contributed to lower estimates
of the cost of materials due to deterioration or normal wear
and tear. They believed the estimate provided by the
borrowers was in the range of the estimate provided by the
OIG.

Mego disagreed with the OIG's interpretation of the
existing regulations and requested that HUD strictly
interpret regulations and enforce them as written. Mego
stressed that absent affirmative direction from Congress or
HUD, it would not be commercialy feasible for Mego to
originate Title | loans in accordance with the higher
standards the OIG attempts to establish unofficially in the
audit report. Nevertheless, Mego said it will revise its
manuals addressing Title | in order to incorporate the
guidance provided by the draft audit report. Mego urged
HUD to formalize such guidance so that al Title | lenders,
borrowers, correspondents, and dealers are held to such
higher standard. Without such uniformity, Mego said it may
determine that it is not commercially feasible for it to
conduct its Title | program in accordance with the unofficial
guidelines offered in the draft audit report.
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Finding 1

OIG Evaluation of
Auditee Comments
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Creditworthiness

Mego maintained that it performed a proper underwriting
review of the loans for borrowers A, C, E, F, Q, T, V and
W and provided supplemental explanations to justify its
underwriting decisions.

Inadegquate verification of initial payment

Mego agreed with our conclusion.
Missing File

Mego said the file was not missing and provided the file to
HUD during its review.

Other Compliance I ssues

Mego said the loan applications included attachments
describing all improvements when such improvements were
not listed in the “body” of the application. These
attachments were part of the applications and satisfied 24
CFR 201.20.

Excessive or Unsupported L oan Amounts

We welcome Mego's willingness to modify its operating
procedures. However, we disagree with Mego’'s position
that the statute, regulations or other written guidance by
HUD placed no obligation on lenders to price improvements
or to otherwise scrutinize the work to be performed to the
extent called for by the audit. As mentioned in the report,
24 CFR 201.10(a) states that the total principal obligation
for the property improvement loan shall not exceed the
actual cost of the project plus applicable fees and charges.
Thus, despite Mego's claim to the contrary, the regulations
placed an obligation on lenders to assure that the approved
loan did not exceed the amount needed for the repairs. The
audit reiterates this requirement and does not attempt to
retroactively impose upon Mego obligations not authorized
or required by HUD.
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Finding 1

Recommendations

Mego questioned the accuracy of OIG’'s estimates but did
not provide any gpecific examples to support its
disagreement. The construction analyst prepared estimates
based on RS Means Repair & Remodeling Cost Data
(published annually) in effect for the areas where the homes
were located at the time of the borrower’ s loan application.

Creditworthiness

Based on Mego’'s comments and supplemental information
we deleted the creditworthiness issues for borrowers A and
V. We also revised the presentation for borrower E to
reference the indemnification agreement Mego obtained
from the loan correspondent. We recognized Mego's
explanation for increasing borrower Q and W's socid
security income by 25 percent based on provisions of the
Equal Credit Opportunity Act. We found no reference in
HUD’s Title | regulations for the 25 percent increase. This
issue will require a determination by HUD. We made no
other changes based on our assessment of Mego's
comments.

Missing File
We removed this issue from the report. Mego provided the
file following the exit conference. The file contained the

information needed to resolve our concerns.

Other Compliance I ssues

We revised the wording in the report to clarify our position.

We recommend that the Atlanta Homeownership Center
require Mego to:

1A. Reimburse HUD the full or partial clam amounts
paid for loans that were not properly underwritten
and/or were approved for excessive amounts.

1B.  Indemnify HUD for any future claims attributed to

loans that were not properly underwritten, and/or
were approved for excessive amounts.
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Finding 1

1C. Implement appropriate changes to its underwriting
procedures to ensure proper review and analysis of
borrower loan amounts and eligibility for Title |
loans.
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Finding 2

Need to Improve Inspection Procedures

Mego needed to improve certain practices and/or procedures related to property inspections. We
noted two instances where Mego failed to notify HUD about program abuses that came to its
attention and one instance where Mego's inspections did not document the borrower’s failure to
complete repairs. These matters deprived HUD of information it could use to protect the
integrity of the Title | program and reduced assurance that borrowers used the loan for allowable
purposes.

We ingpected 16 properties that included 7 with loans processed by loan correspondents and nine
with loans processed by dealers. We identified the following matters that require action by Mego:

If, after a loan has been made, the lender discovers any
material misstatement of fact or that the loan proceeds have
been misused by the borrower, dealer or any other party, it
shal promptly report this to the Secretary (24 CFR
201.40(a)). Mego did not report the following two
program abuses to HUD:

Mego inspected the work done by Borrower C and
noted that the borrower completed only 90 percent
of the work and had used $4,000 of the loan
proceeds to pay medical bills. The file contained no
evidence that Mego reported this matter to HUD.

Mego inspected the work done by Borrower A and
noted that the borrower completed only 50 percent
of the work and used the remaining loan proceeds to
pay off credit card debts. The file contained no
evidence that Mego reported this matter to HUD.

Mego should have aerted HUD concerning the forgoing
abuses. We recognize that these instances may not be
representative of Mego's overall compliance with the
requirement to inform HUD of program abuses that come to
its attention. For instance, we noted two cases where Mego
inspected properties and noted evidence of program abuses
that it did report to HUD. Mego had an obligation to notify
HUD of al program abuses that came to its attention.
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Finding 2

Auditee Comments

Lenders are required to conduct on-site inspections of
property improvement loans. The purpose of the inspection
is to verify the eigibility of the improvements and whether
the work has been completed (24 CFR 204.40(c)).

Mego inspected the work done by Borrower D and reported
that the work was 100 percent complete. The report cited
no violations. However, we inspected the property and
determined that the following work (valued at $15,308 on
the borrower’ s cost estimate) was not done:

Carpet $ 2,500
Cabinets 4,000
Countertops 5,808
Patio Screen 3,000

Total $15,308"

Mego and its deder, Allstate Industries, Inc., approved a
loan for Borrower V for roof repairs which the dealer
performed pursuant to a contract dated May 30, 1997. The
dedler performed poor quality work leaving the borrower
with a roof that leaked. In July 1997 the borrower filed a
complaint with Mego concerning the dealer’s substandard
repairs.

HUD eventualy received notice of the complaint and
inspected the property in September 1998 (over ayear later)
along with representatives from Mego and the dedler. HUD
recommended repairs using new materias. We inspected
the property in April 1999 and determined that the deficient
work had not been corrected. The roof still leaked and
continued to cause water damage to the home.

1

Program abuses not reported to HUD (correspondents)

Mego contended any failure by Mego to report program
abuses to HUD occurred despite policies and procedures in
place to ensure proper notification to HUD.

This amount is based on the borrower’s cost estimate. We determined, as presented in finding 1, that this

borrower’s overall estimate exceeded the amount needed to do the repairs cited in the loan application.

00-AT-225-1001
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Finding 2

OIG response

| nadequate inspections or no inspection (correspondent)

Mego said it relied upon a nationally recognized property
inspection company’s inspection report stating that the
improvements had been completed. Mego said it had no
reason to doubt the reliability of this report, and if it had,
Mego would have had the property re-inspected.
Moreover, the inspection by HUD’s construction analyst
took place years after the loan date. Therefore, Mego said
it is possible that the improvements were made but had
deteriorated or been renovated again by the time of HUD’s
inspection.

No inspection performed

Mego said two loans were made to Ms. Martin, only one of
which exceeded the $7,500 threshold requiring an
inspection. Therefore, Mego only required an inspection of
the improvements for the loan exceeding $7,500 as required
by the applicable regulation.

Poor guality workmanship not corrected

Mego believed its policy and practice was, and remains,
consistent with HUD’ s regulations and guidelines governing
borrower complaints. Despite the factors delaying such
correction which were outside of Mego’'s control, Mego
will ensure that the improvements are completed as agreed.
The roof problem is for borrower V versus borrower U and
the inspection date should be 1998 instead of 1988.

| nadequate inspections or no inspection (correspondent)

We inspected the work funded by the Title I loan Mego
approved.

No inspection performed

Mego's position is correct and we deleted this matter from
the report.
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Finding 2

Recommendations
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Poor guality workmanship not corrected

As cited in the report, Mego's fallure to obtain timely
corrective action was demonstrated by the complaint, filed
in July 1997, being unresolved when we inspected the
property in April 1999. We corrected the borrower
reference and the inspection date.

We recommend that the Atlanta Homeownership Center
require Mego to:

2A.  Implement controls to ensure that all Title | property
improvements are inspected and that noted
violations are reported to HUD.

2B. Implement procedures to ensure timelier action by

dealers to correct defects in their work noted as a
result of borrower complaints.
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Management Controls

In planning and performing our audit, we obtained an understanding of Mego's management
controls. Management is responsible for establishing effective controls. Management controls are
the plan of organization, methods and procedures to ensure that management meets its goals.
Management controls include the processes for planning, organizing, directing and controlling
program operations. They include the systems for measuring, reporting and monitoring program
performance.

We determined the following management controls were
relevant to our audit objectives:

Management philosophy and operating style
Loan origination process

Property inspection process

Monitoring Dealers and Loan Correspondents

e e L A dggnificant weakness exists if the management control

- Significant Wesknesses: - does not give reasonable assurance that resource use is

'''''''''''''''''''''''''''''''''''''' consistent with laws, regulations and policies; that resources
are safeguarded against waste, loss and misuse; and that
reliable data is obtained, maintained and fairly disclosed.

Our review indicated that significant weaknesses existed in
the following areas.

Management did not implement reasonable controls
to effectively oversee its loan origination
procedures;
Mego did not properly evaluate loan amounts and
did not properly anayze borrowers credit and
income; and
Mego did not follow HUD’s requirements for
inspections.

We described these weaknesses in the Findings section of
this report.
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Management Controls
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Follow-up on Prior Audits

This is the first OIG audit of Mego Mortgage Corporation. The mortgagee's last independent
audit report covered the periods ended August 31, 1997, and 1998. The report did not contain
findings. HUD’s Quality Assurance Division conducted a comprehensive review of Mego's Title
| operations in March 1995. The report dated July 14, 1995, contained five findings related to
noncompliance with HUD’s underwriting requirements. As of June 30, 1999, Mego had
completed action to resolve the findings.
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Appendix A

Mego Mortgage Company
Atlanta, Georgia

SUMMARY OF LOANSREVIEWED

EXCESS INADEQUATE
CORRESPONDENTS (C) | LOAN UNSUPPORTED CREDIT OTHER
BORROWERS OR DEALERS (D) AMOUNT | LOAN AMOUNT REVIEW MATTERS
0 0
A C-1 * 8141 -0 (e
B C-1 * 7,940 -0 (e
C C-1 * 12,173 -0 (@
D C-2 * 10,807 -0
E C-2 * 13,214 -0 (b) (e
F C-2 * 13,619 -0 (@ (e
G C-3 > 0 19,999
H C-3 > 0 16,346
| C-4 ** 3,299 9,660
J C-5 > 0 15,000 ()
K C-5 * 0 0
L C-6 ** 2,293 17,925
M C-7 0 23,000 (9)
N D-1 * 18,005 -0
O D-1 * 20,949 -0
P D-1 * 15,891 -0
Q D-2 * 7,086 -0 (c), (d)
R D-2 * 10,184 -0
S D-2 * 8,162 -0
T D-3 * 8,370 -0 (d)
U D-3 * 7,920 0
V D-4 * 8,465 -0
W D-5 0 25,000 (a), (d)
Totas $176,518 $126,930 6 6
Explanatory Notes:
(&  Income not properly verified and or evaluated
(b)  Liabilities understated
(©)  Income overstated
(d) Liabilities not properly verified
(e) Discrepancies between the repairs cited in the application and the cost estimate.
(f)  Noflood insurance
(g)  Source of initial payment not verified
* Our construction analyst inspected the property to determine if the work was completed and if it was
reasonably priced.
*x Our construction analyst reviewed the borrower’s cost estimate or the dealer’ s contract to determine if the

work was reasonably priced.
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mwALTIVA
Il F~ANCiAT

September 1, 1999
Mg, Nancy H. Cooper FedEx Number
District Inspector General 811160689362

For Audit — Southeast/Canbbean
LS, Department of Heusing and Urban Development
District Office of the Inspector General
Office of Audit
Richard B. Russzil Federal Building
75 Spnng Strest, SW, Room 330
Atlanta, GA 30303-3388

Re: MEGO'S RESPONSE TO “EXECUTIVE SUMMARY" AND “FINDINGS™ STATED
IN DRAFT AUDIT REPORT OF THE OFFICE OF INSPECTOR GENERAL FOR
ALUDI T.II DEPARTMENT OF HOUSING AND URBAN DEVEI.QPMENT, DATED JULY
27, 1999

Dear Ms. Cooper:

Enclosed 15 the above referenced document as discussed with Mr. Narcell Stamps, Senior Auditor
during our exit mterview of August 30, Also enclosed is an updated Response to Deaft Audit
Beport Dated Juby 27, 1999, originally sent to you on August 25,

Should vou have anv questions, please foel frec to contact me at 770-952-6700 extension 2508

SIEI.CLJ’-B].\.'
‘hnmc] P Schuliz g
Vice President

Repulatory Compliance

Enc

Altiva Financial Corporation » 100 Packwaad Circle » Sinth Floor = Aulanca, Georgra 30330
{7700 952-6700 » Fax (7707 953-0410
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MEGO'S RESPONSE TO “EXECUTIVE SUMMARY" AND “FINDINGS"
STATED IN DRAFT AUIMT REFORT OF THE OFFICE OF INSPECTOR
GENERAL FOR AUDIT, DEPARTMENT OF HOUSING AND URBAN
DEVELOPMENT, DATED JULY 27, 1999

MEGOS RESPONSE TO “EXECUTIVE SUMMARY™

Congress created the Title I loan program to assist those borrowers less attractive
to banks and other conforming lenders to obtain cradit for needed home improvements,
I some cases such improvements are required due to damage by natural causes, but in all
cases the loan must be to finance improvements that will “protect or improve the basic
livability or utility of the property ™ The Title | loan program is not modeled after
traditional construction lending programs that require escrow accounts, inspections and
staged funding. Instead, the program relies to a great extent upon borrowers” promises
and representations relative to the use of [oan proceeds. Moreover, except in the case of
dealer loans, the program permits dishursement of loan proceeds in a lump sum prier to
commencement of work. Therefore, absent the protections afforded lenders by the Title 1
program, many bomowers would be unable to obtain credit. The Title I program enables
bormowers to obtain funds to complete home improvements which would not be availabls
to them without the {ederal government offering insurance to lenders which participate in

the Title | program.

The Department of Housing and Urban Developrient ("HUD™) was charged with
promulgating regulations in order to implement Congress” stated purpose. Lenders
wishing to avail themselves of the protections afforded by the Title [ program must
comply with these regulations, which usually differ from those guidelines which would

be imposed by lenders when originating non-Title T loans. TTUD is also Hmited to
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enforcing the regulations as written and is prohibited from imposing obligations upon
lenders which are nol set furth in the regulations. Any additional duties to be imposed
upon parties to a Title [ transaction must be promulgated according 1o federal
administrative procedure. Thus, Mego objects to the vielations cited in the Audit Report
which are not supported by existing statutes and regulations. Although Mego respects the
authority of HUD and the Office of the Inspector General (“OIG™) to andit itz Title T loan
program, Mego asserts that many of the specific obligations the O1G attempts to impose

retroactively upon Megoe are not authorized or required by federal law.

Mego disputes the O01Gs finding that it “did not properly process and underwrite
Title [ loans.” Mego prepared a response to each of HUD's narrative case presentations
ity the Draft Audit Report in support of its compliance with the Title T loan program in al|
hut rare instances where employvees did not follow Mego's stated practices and
precedures relative to Title | loans, It is Mego's understanding that its comprehensive
respomse, which is only summarized herein, will be provided to the Home Crwmership
Center along with this abbreviated response. Mepo respectfully requests that the Home
Ownership Center review and consider Mego's comprehensive response which was

delivered to the OLG by letter dated August 25, 1999,

The OIG states in the Draft Audit Report that it *identified instances where Mego
approved loans without tirst resalving discrepancies between various loan documents.™ Tt
appears that this reference is to cases where the body of the loan application contained
statements which were less complete than artachments to the application, which became
part of the application by such atachment. [n such cases the supplements to the
application elaborated on the statements made in the body of the application butl were not
inconsistent with such statements, Upen additional information from the O1G relative 1o

such alleged discrepancies, Mego would appreciate the opportunity to amend iis

rESpONSE.

' 24 CFR 201.20(bN2}

(2]
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The above-quoted portion of the Executive Summary goes on to state that Mego
approved loans “without obtaining or retaining all relevant supporting documents.”
Mego responded to each such alleged violation in its response to the OIG™s Draft Audi
Report dated July 27, 1999, The report indicates that such “deviations from requirements
inereased HUDYs insurance risk on the loans approved for cxcessive amounts, .. and that
“these matters provided the opportunity {or fraud and abuse of the Title [ program.”™ The

OFG then concludes that such abuses occurred.

Although Mego acknowledges that HUD s subsequent inquiries revealed that
some borrowers failed to use the loan procesds as promised at the time they applied for
the loan and made statements intended to induce Mego to disburse the loan proceeds, this
abuse of the Title | program by certain borrowers was not due o any act or omission of
Mego. Instend. such abuse was becanse of the inherent risks in the Title 1 program which
relies upon borrowers' statements as to intended improvernents and their cost while
failing wo impose any specifically artieulated obligation upon dealers, correspondents or
lenders to substantiate such improvements and their cost. To have placed such
obligations upon lenders would have made the Title | program unduly burdensome which
would have discouraged or prevented lenders from offering Title 1 loans 1o the borrowers
Congress intended 1o assist, Moreover, the Title I program, as evident on its face and
corroborated by HUDY's verbal guidance over the years via its Washington D.C. office,
assuenes borrowers’ willingness to act honestly, reasonably and priedently when
negotiating and entering into contracts for home improvements. When Mego was
charged with conducting an additional level of inquiry due to the borrower’s failure
perforim, Mepo™s practice was o do so and report to HUD suspected misuses of loan

proceeds.

The Executive Summary states that Mego consistently approved excessive and

inadequately supported loan amounts. Mego adamantly opposes this finding and refers to
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its response 10 each individual citation in its response to the Drafl Audit Report as well as

ils response, below, to the OIG's Finding 1.

One of the purposes stated in HUD's summary amending 24 CFR 200, 201 and
202 is e establish “maore objective criteria for lenders and loan correspondents to use in
approving loans.™ Still, the statutes, regulations and guidelines instiruted by Congress
and HUD do not define for lenders the depree of detail that is required to be reviewed
relative o property improvements. Mego ucknowledges that Title 1 abuse would be less
prevalent if the regulations required lenders to review information of the lype and with
the degree of detail listed in the Audit Report, but they do not. Furthermore, Mega
contends that n some cases, o implement legislation or enact regulations which mandate
the standards set forth in the Audit Report, would be impossible. Moreover, forcing
lenders to make determinations as to, for instance, the quality of the improvements or

materials, would eripple the Title | program and be contrary to the goals of the program.

Because regulations and other written guidelines do not impose vpon lenders the
higher standard and additional obligations sizted in the Audit Report, it is improper for
HUD o cite Mego for violating these unestablished, upauthorized and retroactive
guidelines. Moreover, to require Mego and other Title | lenders to comply with the
additional requirements imposed by the Audit Boport would undermine Congress® intent

in establishing the Title | program.

Mego's practice and procedures complied with the regulstions and written
gindelines imposcd by HUD at the time the loans were made., Therefore, Mego objects o
the finding that it did not “consistently follow HUD's requirernents.” Had applicable
regulations and written guidelines required Mego to review the tvpe and degree of
information and documentation stated in the Audit Report, Mego would have complied
with such requirements. For the regional OIG in its first Litle 1 awdit 1o aliempt o impose
theze additional duties upon Mego years subsequent to the origination of the subject loans

renders it impossible for Mego to comply with such additional obligations, even if they
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had been promulgated properly. Thus, Mego respectfully requests that HUD, operating
through the OIG and the Hame Ownership Center, (1) review Mego's individual
respomse to each of the cited violations substantiating its compliance with the regulations
and guidelines governing such loans, (2) reverse its findings eited in the Audit Report,
and (3} scek the degree of detail desired by the OIG via HUD's public promulgation of

regulations imposing such additional requirements.

Mego understands HUD's eoncerns due to relatively high default rates on Title
loans; however, as stated in the exit interview, Mego urges HUD to address such
concerns by the proposal and promulgation of additional or revised regulations, orat a
minimum, the issuance of a written policy statement regarding the degree of detail
required in connection with Title [ loans. Mego stresses that absent such affirmative
direction from Congress or HUD, it would not be commercially feasible for Mego to
originate Title [ loans in accordance with the higher standards the OIG attempts to

establish unofficially in the Audit Report.

Mego does not disagree in principle with the higher standard of inquiry the OIG
desires to impose by means of the Audit Report, but Mego objects with the O1(Gs doing
so on a case-by-case, lender-by-lender basis instead of using the mechanism provided by
federal administrative law to address the perceived problems with the Title | program.
Moreover, it is unjust 1o impose & higher standard of review upon certain lenders and not
others. Finally, to do so would impact the availability of credit to deserving bormowers
for permissible purposes in order to achieve Congress® objectives in establishing the

Title I program.

Mego respectfully disagrees with the 01G°s interpretation of existing regulations
and requests that HUD strictly interpret the regulations and enforce them as wrilten.
Mego urges the OIG o consider the impact of its interpretation, without the benefit of
formal rulemaking procedure, upon Congress’ intent in establishing the Title [ program.

Mego also urges the OIG to review the standards in the Title T industry relative to the
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degree of documentation required by Title T lenders when approving correspondent and
dealer loans, which procedures have received the approval by HUL due to its payvment of
claims on such loans and failure to ake cormective action relative to such lenders and
loans. Mego encourages the OLG to consider other findings and interpretations made on
behalf of HUD relative to the approval of Title I loans to ensure that any interpretation by

the N0 is comsistent with other findings by the OIG and other divisions of HUD.

11 is important io note that representatives of the OIG confirmed that audits of
other Title I lenders indicated that such lenders also encountered difficulty in determining
the degres of detail required to be obtained relative to Title [ improvements. It seems that
such lenders’ policies and procedures relative ta the underwriting and approval of Tite T
loans were similar to Mego's, Based upon the O1G's discovery that the industry strictly
imterprets the regulations and such interpretation differs from the OIG's interpretation, it
is Mego's position that the OIG should have reported to appropriate authorities at HUD
the need for written guidance. Furthermore, the OIG should be charged with reporting
such discrepancies to HUD, which is empowered to address any weakness or deficiency
in the regulations which govern Title | participants. Moreover, different divisions of
HUD interpret the applicable regulations differently than the OIG, which also evidences
the need for HUD to clarify its position 1o the industry.

Mego reminds the OIG, and reiterates the statements Mego's representatives
made in the exit interview, that Mego repeatediy sought guidance from HUD
representatives regarding the degree of detail required in connection with its Title 1
program documentation. In response to such inquiries Mago received no guidance other
than being advised by TTUD 1o refrain from interfering with borrowers” rights to contracl
[or home improvements wnless such contracts were grossly excessive. Muoreover, HUD
représentatives informed Mego that HUD. wo, was struggling with the degree of detail

required in connection with Title | loans.
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Mego appreciates HUD s acknowledgment during its exil interview of the
inconsistent guidance and lack of puidance sometimes provided to lenders by its
representatives, Mego especially appreciates the direction received from the Home
Crwnership Center ai iis exit interview to direct all questions secking technical puidance
relative 1o Title 1 loans to the Home Cwnership Center and regrets that the availability of

this arbiter was not known earlier,

The OIG states in the Audit Report that it conducted the review because of the
default rate on Mego®s loans; however, of the 16 files which had been submitted for
claim, HUD paid claims on 15 of them to date. Mepo i5 awaiting determination of the
remaining pending claim. In addition to payment of such claims, over the past five vears,
HU'D» paid numercus claims without addressing with Mego any deficiencies regarding the

detail in the home improvement descriptions.

As Mego reiterates throughout this response, the regulations are silent as to the
degree of detail required in a description of the improvements to be financed with Title |
lpan proceeds. Had HUD denied claims based upon Mego™s failure to follow the
applicable repulations and other guidelines, Mego certainly would have changed its
practices and procedures if for no other reason than o ensure the payment of fuiure
claims. Mepo never received any such guidance, To the contrary, HUD paid, without
objection or citation, most claims Mego submitted. For the O1G to now claim that Mego
did not comply with the applicable regulations, does not allow Mego any oppartunity for
redress relative o past loans or to profect its interests and the interests of the subsequent

purchasers of such loans.

Nevertheless, in response to the Audit Report, and despite HULDYs failure to
promulpate repulations or issue a policy statement so mandating, Mego will revise its
manuals addressing Title [ loans in order to incorporate the guidanee now provided by the
OIG in the Draft Audit Report, dated July 27, 199%, Mego urges the OIG to encourage
HUD to formalize such guidance so that all Title T lenders, borrowers, correspondents and
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dealers are held to such higher standards, Without such uniformity, Mepo may determine
that it is not commercially feasible for Mego to conduct its Title | [oan program in

accordance with the unofficial guidelines offered in the Draft Audit Report.
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MEGO'S RESPONSE T4 the OIG'S FINDINGS

Finding 1 Need to Improve Underwriting Practices

Excessive and Inadequaiely supported Loan Amounts

The OIGs report states that "Mego either did not obtain or did not adequately
review bomower cost estimates and conlraels (o ensure thae their loan amounts did nat
exceed the cost of projects described in the borrowers” Title [ lean applications.” Mego

adamantly opposes this finding.

In every case where this violation is eited, Mego obtained and reviewed all
information required by the governing regulation. Such information was in the form of
applications, which included supplements detailing the improvements, materials and their
eatimated or aciial costs. In every case where the borrower had retained a contractor o
perform services, Mego obtained and reviewed a copy of the contract supporting such
improvements. Moreover, for each dealer loan, Mego not enly obtained the required
certificates of completion prior to disbursing the loan proceeds, but Mepo conducted an
interview with the borrower 1o obiain the borrower's verification that the improvements
had been completed satisfactorily and that all loan proceeds would be used for the
improvements, Mego would be glad to provide to the OIG or the Home Ownership
Center documentary and taped evidence of such interviews to evidence its diligence in

ensuring its compliance with the Title | program.

The federal statutes. regulations, and HUD Title [ program guidelines do not
define or provide lenders assistance in determining the amount of detail which is required
in the wrillen description of improvements or materials to be furmished. Moreover, HUD
has not provided a specific form to document the improvements and materials to be
furnished. Therefore, many files contain a “Work Estimate”™ or similar form created as a

ten] to assist lenders in ensuring their compliance with the federal regulation. In many
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cases the Work Estimate form which was completed by the borrowers and reviewed by
Mego w determine the Title [ eligibility of the Joan is the form which was (and remains)
standard in the industry. The Work Estimate form is used by thousands of Title | lenders
nationwide and appears (0 have received the approval of HUD. Such approval is evident
frivm (1} the inclusion of this Work Estimate form in the Title I loan documentation
package of a major national form vendar, (2} the use of such form by thowsands of
lenders without objection by HUD {including some of the largest Title | lenders in the
country) and {3) Mego's hisiorical use of this form in files reviewed without objection in

previous HUD audits and upon submission of claims.

In every correspondent loan where the borrowers were 1o complete their own
improvements, the Work Estimate, which is a part of the application, complied with 24
CFR 200 20(b3(1) and constituted adequate documentation as required by 24 CFR
201,26¢an2). The Work Estimates include (1) a detailed description of the work to be
performed; (2) the materials to be furnished: and (3) the estimated cost of such materials.
For those loons where the borrower is 1o complete the improvements, the federal statutes
and regulations require only an estimated cost of the materials to be fumnished, and when
work is to be performed by a contractor or dezler, a contract disclosing the estimated or
actual cost 1s all that the regulations require the lender to review. Furthermore, as
mentioned elsewhere in this response, Mego was directed by HUD not to “second guess™
the work contracted for by the borrower ar interfere with the borrower’s contractual

relationship with a dealer or other contractor,

Moreover, we know of no obligation imposed upon a Title T lender, in a statule,
regulation, or other written guidance by HUD, to “price” improvements, 1o engage
independent analysts or to otherwise scrutinize the work to be perfonmed, the materials o
be providad, or the actunl cost of such materials. Although Mego was required by

regulation to employ trained personnel to perform their assigned responsibilities in
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consumer and mortgage lending activities,” this affirmative obligation does not extend
to employment of eonstruction analysts or other emplovees with building, construction or

similar training ot experience,

Megoe complied with its obligation to employ personnel trained in the areas of
consumer and mortgage lending, Mego hired anly those employees with prior experience
in the performance of the duties for which such employees were hired, such as,
processing or underwriting. Mego then trained such new hires o ensure their
understanding of the Tide [ lending programs and Mego's procedures, Each new hire
received at least one week of one=on-one instruction and direct supervision until the new
hire proved competent to handle independently the required job responsibilities. In
addition 1o hiring gualified individuasls and providing them with support by existing
trained crplovees, Mego required cach emplovee to follow both TIUD s Title |

Handbeok and Mege's Title | manual,

In the case of several loans cited, the Audit Report states that Mego did not
perform a “proper review™ or “proper analyais™ of the borrower’ s cost estimate; however,
the applicable statutes, regulations and program puidelines do not define or specify what
constitutes a “proper review” or “proper analysis.” Had the laws or guidelines applicable
to Title [ loans required Mego to employ construction analysts or employees with
building or construction experience, Mepgo would have done so. Morcover, had such laws
or program guidelines required Mego to complele a specific form relative to
improverments or invoices for the materials used in such improvemnents, Mego would
have done so. The engagement of independent analysts is not customary at the time of
application or loan approval. Furthermore, o require such an analysis at the time of
application or as a condition 1o loan approval could be deemed to be in violation of
Congress’ stated objective in establishing the Title T program. Even absent such

affirmative legal requirements, Mepo's employees were directed to notify a supervisor if

£ 24 CFR 202.3(b) (Emphasis added )
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any fraudulent or other inappropriate loan purpose or amount was evident from the

review of an application or file.

In the case of some [oans, the Audit Report cites Mego for failing to obtain
measurements, quantities, quality, fypes, and specifications of materials and supplies. MNe
statute, regulation or written guidance from HUD, other than the Audit Report, imposes
such requirements upon Title [ lenders, and, as acknowledged by the O1G, there is
confusion and a lack of consistency in the indusiry as to the degree of detail lenders
obtain due to HUDs lack of guidance relative io the degree of detail required in the
description of improvements. Although Mego does not dispute that (L might be prudent
for the Title | program to be revised to require some or all of the information listed in the
Audit Report, federal law does not permit the OIG to mandate a review of such

information by means of an Audit Report, especially retroactively.

Even if the standards stated in the Audit Report were to be imposed upon Title |
lenders by a statute or regulation, it would still be difficult for lenders 1o determine when
even the most detailed itemization of improvements is fraudulent or misleading, The
price of materials varies widely based upon such factors as the quality of the materials,
the style of the materials, the manufacturer of the materials, the negotiating skills of the
buyer of the materials, and even the point of purchase of the materials (retail v.
wholesale, geographic location of borrower, eic.). Moreover, it is difficelt, if not
impassible, to deseribe adequately the quality of many building materials. All of these
factors contribute 1o the difficulty in deteeting the validity or accuracy of the borrower’s
estimated costs. Perhaps these are some of the reasons that Congreas and HUD did not

impose upon Title | lenders the obligations listed by the OLG in the Audit Report.

Duc in part to the absence of HUD specific guidelines relative to Mego’s
obligations and the necessary reliance by lenders upon loan applicants” assertions which
is inherent in the Title | program, Mego required the borrowers’ repeated written

certification of the sccuracy of the information provided under 18 ULS.C. Sections
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1001,1010, 1012, and 31 U.S.C. Section 3729 and 3802. Furthermore, all borrowers
signed documents describing the Title I program, including the disclosure outlining
HUTY s role in Title T loans, and describing the remedies available to HUD in case of
default, fraud or misrepresentation. [n the case of dealer loans, Mego exercised diligence
by maintaining in each fle a copy of its interview with each borrower affirming the
proper use of the loan proceeds. The borrowers also confirmed the completion of the
contracted for improvements and their satisfaction with such improvemems. Finally,
these intervicws were taped and the tapes maintained by Mego as evidence of the

borrowers” stated compliance with the Title 1 program.

Aceording to federal regulation, “in the sbheence of information to the contrary, the
lender may rely upon all staternents of fact made by the borrower or any co-maker or co-
signer in a credit application.™ As previously stated, the Work Estimate is part of the
application. and federal law and program guidelines do not obligate a lender to obtain
evidence of the actual cost of materials or employ 2 construction analyst to ensure the
value of the improvements 1o be completed at any time during the loan process, Mego
acted reasonably and in compliance with its obligations when relying upon the cerlified

statements of the borrower relative to the improvements.

The O1G expresses concern about dealer processed loans and states that “dealers
were contractors whao either know or should have known they had overvalued the
repairs.” Mego is also concerned about the OIG s finding relative to certain loans where
borrowers recently admitted to a misuse of loan proceeds; however, Mego stresses that it
obtained a copy of the proposal or contract in compliance with the applicable regulations
and written guidelines. Mego's other obligations relative 1o dealer loans are almost
identical to those duties in connection with correspondent loans, Therefore, the assertions
stated above regarding the alleged absence of the required detail and a proper review or
analysis also apply in the case ot dealer loans. Moreover, Mego received verbal direction

from HUD that it was not to interfere with the contracts freely entered into by bormowers
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and dealers. perhaps because 1o do so would subject HUD or Mego to potential tort
liability or violation of fair lending laws. Finally, in all cases cited by the OIG, the
borrowers confirmed the completion and their satisfaction with the improvements,
Therefore, Mego, a third party, had no reason to interfere with the contract between thess
two legally competent parties or to refrain from approving a qualitying loan absent any

evidence of fraud or misrepresentation.

Mego siresses that it was not obligated to (1) price the materials 1o be used in the
improvements: (2} obtain receipts or propesals for actual materials; (3) obtain
measurements, quantitics, quality, types, or specifications of materials and supplics; (4)
employ a construction analyst or an expert in building and construction; {5) inspect the
malerials prior to commencement of the performance of services, or (6) assist borrowers
in negotiating contracts; or (7) ensuring that borrowers obtained the lowest possible price
for the services to be performed and materials to be purchased or provided. MNevertheless,
in response to the Audit Report, Mego has priced many of the matenals which the “01G's
Estimate™ lsted as excessive, and Mego strongly objects to several of the estimates made
by the construction analyst retained by the OIG. Moreover, in cases where the OIG
inspected the improvements, Mego wishes to remind the CIG that the construction
analyst had the benefit of inspecting the actual improvements after their completion,
which information, of course, was not available to Mego at the time i conducted a review
of documentation designed to ensure that the requested loans were eligible for the Title 1
program. In addition, in most cases the OIG's construction analyst inspected the property
years after the improvements were completed which may have conmributed to lower
estimates of the cost of materials or improvements due to deterioration or normal wear
and tear. Finally, even if Mego wers to accept the OIGs findings relative to cost, Mego
reiterates that all the faw requires is a cost estimate, and in most cases, the estimate

provided by the borrowers is in the range of the estimate provided by the OIG.

124 CFR 200.22{a) 10}
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Although Mego™s written response to each individual citation by the OIG in the
Draft Audit Response is not included herein (based upon the request of the OIG), Mego
respectfully requests that the OIG and the Home Ownership Center review and consider
its complete response to the OIG's Draft Audit Report which was delivered 1o the OIG by
letter dated August 25, 1999, In each case, Mego obtained and reviewed all information
required by applicable statutes, regulations and HUD written guidelines, as is addressed

in general terms. ahove,
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[nadequate Consideration of Borrower's Creditworthiness

Again, Mego refers the 010 and Home Crwnership to its comprehensive response
to the OIG"s Dradt Audit Report relative to the borrower's creditworthiness. In each case
Mego explains and provides evidencs to support its determination of the bormaower's
creditworthiness. by substantiating its verification of income, specifying its credit
investipation, or explaining its caleulations of income, labilities and debt 1w income
ratios. In some cases Mego provides evidence of compensating factors as permitied by

24 CFR 200.22(b)( 1)

It 15 Mego's understanding that four loans will be referenced in the O1G = final
Audit Report and appreciates the opportunity to address herein its credit determination

relative to each such loan.

Borrower O (Robinson)

The OIG cites Mego for adding an “unsuppurled™ 235 percent 1o the borrower’s
verified income which resulted in an incorrect debt to income ratio. What the 010 fails
to recognize is that this “grossing up” of the borrower’s social scourity income is reguired
in order to avoid violating federal law, specifically, Regulation B which implements that
Equal Credit Opportunity Act. Moreover, quasi-federal apencies, such as the Federal

Mational Mortgage Association (“Feannie Maeg™), require “grossing up.”

Regulation [ states that, “a creditor shall not discriminate against an applicant on
a prohibited basis regarding any aspeet of a credit transaction.™ “Discriminate against 2n

applicant means to treat an applicant less favorably than other applicants.™ “Prohibited

12 CFR 2024,
* 12 CFR 202.3{n}.
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basis™ means “_ . the fact that all or part of the applicant’s income derives from any

public assistance program....”™ Public assistance includes social security income.’

Therefore, based upon the above regulations, a creditor may not treat an applicant
who receives social security income less favorably than an applicant who receives taxable
or non-protected income. In order to avoid treating non-taxable income less favorably
than taxable income, and in order to ensure equal wremment of all applicants, non-taxable
income must be adjusted to an equivalent taxable income. This is custornanly referred 10
as “grossing up” non-taxable income and is required in conneclion with loans to be sald

on the secondary market,

Regulation B also prohibits a creditor from discounting or excluding from
consideration the income of an applicant on a prohibited basis.® The Commentary to this
section of the regulation states that the creditor may not astomatically discount any
protected income” Protected income is defined to include peblic assistance, which, as
stated above, includes social seeurity income.'™ Thus, a creditor must not discount an
applicant’s sncial security income. Decavse such income is not daxed, in order to treat
zocial security income on a non-discounted basis, it is necessary to adjust it to an
cquivalent taxable income, Apain, the tndustry recognizes that in oeder o prevent

discoumting in violation of federal regulations, non-taxable income must be “grossed up.”

As giated above, quasi-federal agencies also reguire “grossing up”™ of social
security income. Fannie Mae's Selling Guide statcs thae, “the leader should determine
the amount of tax savings atributable to the non-taxable income --- the amount of tax that

would normally be paid by a wage earner in a similar tax bracket —- and add it to the

* |2 CFR 202.2{2).

" Regulation B Commentany to 202 2(z) parsgraph 3.

* 12 CFR 202.6(B)5)

! Regulation B Commertary to 202 .2(8){b3(5) paragraph 3.
"* Regulation B Commentary 202.6(b)(6) paragragh i.

7
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borrower's income to develop an “adjusted gross income,” This adjusted gross income

should be used in the calculations for the income and debt ratios,™

Borrower B (Griffin

Mepo agrees with the O1G's determination: however, Mego emploved
measures 1o protect against any risk to Mego or to HUD relative to this loan. There iz a
letter in the file dated March 22, 1996, written by James 1. Belter, Executive Vice
President of Mego, to Mr, Jack R, Barmes, President of Mewport Shores Financial, Inc.
regarding this loan. The purpose of the letter was “w serve as an addendum to the Loan
Correspondent Agreement executed on July 17, 1995 among Newport Shores Financial,
Inc. and Mege Morigage Corporation.”™ The letter stated that in the event that the
Griffin’s loan ever became 60 days contractually delingquent at any time during the terim
of the loan, Newport Shores Finanecial, Ine. would repurchase the loan from Mego.
Therefore, there was no risk o HUD a3 there would be no claim filed due 1o such
repurchase by Newport Shores, Mego proactively took steps necessary to protect ils and
HUD’s interest in this loan. Additionally, as stated in the Draft Audit Report, this

gecount 1% in current payment status.

Bomower W { White

It appears that HUTY objects 1o Mego's approving this loan with a debt 1o
income ratio of 49 percent,  As stated below in more detail, the loan was approved due 1o
compensating factors concerning the borrowers' creditworthiness as permitted by 24 CFR

201.22(b)X1).

A review of the file ond recalculation of the debt o income ratio revealed that the

approved debt to income ratic of 48.5% was correct. Megos caleulation of the

"' Fennic Mag Sclling Guide Section 201,03,
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Total

Debi Pavment
Key Bank F3I8.00
AFSCI 131.00
Security Pacific S82.00
Wards 10,00
Bl5 59,00
Megzo 306.040

Total £1.406.00
Income
Bomower Pension: monthly gross
Borrower 55 36650x1.25 =
C/Borrower 8510 $513 % 1.25 =
C/Borrower  Part<time job/5 yrs. =

i

Borrower C { Armstron

borrowers’ monthly obligations totaled 31,406, and the borrowers” monthly income

(taled 32,889 us follows;

- 51722
83
6dl
443
2,889

Expenses of $1 406 divided by income of $2,889 results in a 48.5% debt to income ratic,

As cited above, this debt to income ratio is acceptable under HUD regulations due
tar the following compensating factors:
Credit history in excess of 7 vears
I3 satisfactory credit ratings
$1,482 in monthly dispesable income
23 vear residence
5+ year pari-time employment

Moreover, as discussed above in conpection with Borrower O (Robinson), Mego treated
the social security income as required by federal law stated in Regulation B, Therefore,

this loan was approved and funded in compliance with HUD regululions,

The requirement is not: “mast verdfy that overtime is likely to continue for 1" two

years of loan™. Pursuant to 24 CFR 2001.23(B) Income Reguirements (2} In determining

00-AT-225-1001
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whether the borrower’s income is adequate, the following definitions are applicable: (i)
Effective gross income is defined as continuing income from all sources that is
reasenably expected 1o be available during the first two vears of the loan obligation,

without any deduction for income taxes or other items.”

Therefore, as borrower's overtime income had been established and properly
verified for the previous year and a half, (income verified for the previcus 30 months),
Mego did consider it reasonable o expecr that the borrower’s overtime would continue
for the first two years (next 24 months) of the loan obligation. Due to the reasonableness
of the expectation that the borrower’s overtime income would continue, Mego requests

that this citation be deleted from the repor,

NOTE: Regarding the comment that the file did not contain a VOE to document the
verification of overtime pay with borrower's employer, 24 CFR 20122 “Credit

reguirements for borrowers, (a) Credit application and review.” (3} states in part: “The

lemder shall conduet & credit investigation based on the credit application, and shall obtain
written verification of ar otherwise docurment the current employment and current
income of the borrower and any co-maker or co-signer.” Although a fully completed
VOE was not obtained, pursuant to regulations, the hormawer's current employiient and
income was documented in the file with a current paystub (7/30096) {funded 7/26/96), 2
W-2"s ([995-1%04), and a verbal employment verification with the emplover (Hilda) at
305-267-4244 verifying hire dates of *7/23/83 1o present.”

Borrower F (Figler)

24 CFR 200 22{a)(3) states in pan: “1f the borrower or any co-maker or
eo=signer was self-employed during any period of the previous two vears, the lender shall
obtzin documentation of the person’s income during such period of self-employment.”

Mego did obtain 3 year to date profit and loss statement for 1996, as well as complete tax

20
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returns for 1994 and 1993, Although there were expenses listed on the return for 1995,
those expenses did not include a depreciation expense. Depreciation is a non-langible
expense which, when taken, only benefits the borrower in the sense that the borrower will

lower histher tax liability. There is no physical out of pocket expense with depreciation.

HUD regulations require the documentation of the person's income during
such period of self-employment (tax retumns in this case were provided), However, HUD
does nol require or instruct lenders to review such returns for specific items ta include or
delete from income calculations, Le. depreciation. As this file ultimately went o0 HUD
for claim, the tax returns and year to date profit and [oss statements for 1996 were
submitted, as required, with the claim package. HUD paid the claim which indicaes the

borrower's self-employment income was verified pursuant to HUD regulations.

Although Mego understands the anditors” reasoning in their comments,
due to there being nothing in the regulations regarding what HUD will and will not allow
as expense ilems to consider in tax returns for self-employed borrowers, and HUD s
apparcnt agrecment with the income veri fication/caleulation of this loan as evidenced by

the payment of this claim, Mego requests that this citation be deleted from the report.

Borrower T (Simms)

A review of the loan file indicated that the bormowers listed an sutomobile
loan payment in the amount of $233. As stated in the finding, this account was not listed
on the credit report. There is no indication in the file why a direct credit check was not
made with the lender for this automobile. However, the credit report listed three
installment accounts, all reported [-1, and the VOM reported an excellent payment
history. Therefore, it was considered highly unlikely that the automobile account had not
been paid in an satisfactory manner. Additionally, Mego was diligent in its investigation

of the borrowers” 90 day credit inguiries which revealed that no additional or new
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accounts were opened. OF these inquiries, several were from automobile dealerships. It
is considered likely that the automobile account was too new o have a payment history to
be reported cn the bommowers” credit report. As stated in the finding, Mego did include
that payment in the borrowers’ debl-to-income ratio of 37%, which is well below HUD's
maximum allowed debil-to-income ratio,  Additonally, the borrowers” employments were
verified at over three years each revealing stability in the community. With a satisfactory
credit history, satisfactory debt catio, and employment stability which exceeded HUD s

requirement, this loan met Title | underwriting criteria,

22
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Discrepancies between the loan application and the cost estimate

Mego responded to this allegation by the OIG in s individual response w the
OIG s citation on specific loan files. Mego respectfully requests that the OIG and the
Home Crhwnership Center refer to Mepo®s more comprehensive response. In summary,
Mego reiterates that the loan applications included attachments describing all
improverents when such improvements were not listed in the “body™ of the application.
These attachments were part of the applications and satisfied 24 CFR 20120, Therefore,

thers was no discrepancy as alleged by the OIG in the Audit Report.

Missing loan files

The OIG cited Mego for one missing loan file, but this file was not missing.
Instead, Mego provided this loan file to the OIG pursuant to the OIG's request in
connection with its Awdit. The OFG claims that it could not make an adeguarte
determination because Mege did not have the file o produce to the OLG, but the OIG did
have the necessary information which was in the file which was in the 0103 possession

tenporartly.

Mepo fumnished the file to the auditors upon their first request for the file. The
auditors had conversations with the borrowers and even visited their property. During the
course of the nine-month audit, the file was reviewed by the auditors and Mego on
numerowes oecazsions. Mego affinmas tha the file was delivered o the auditors and at some
time near the end of the awdit, the file was again requested by the audit leam, Al that
time, Mepo advised the OIG that it was already in possession of the file. Mego located
the file with other files returned to Mego by the OIG after the auditors were gone.

Finally, there is no indication in the Toan fle that the Nahikions' loan wag

ungmu':ly denied, as indicated in the Audit Report
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Inadeguate verification of initial pavment

This finding was only made in connection with cne file, and Mego concedes that
the initial payment was not venfied despite practices and procedures in place requiring

such veritication.

Recommendation

Mege's practices and procedures were in compliance with all applicable
regulations as is supported by Mego’s response to each violation cited in the Audit
Report. Although Mepo acknowiedges race instances of employees’ failure o follow its
practices and procedures, such imtermittent vielations do not warrant action by the Home
Ownership Center or any other division of HUD. Moreover, Mego is willing to revise its
practices or procedures 1o incorporate the supplementary guidance offersd by the OIG in
the Audit Report. As stated above, Mego will revise its manual to address the OIG's
position relative to the degres of detail which is required in connection with a description

of the home improvements to be financed with the loan proceeds.

Similar to Mego's findings reported to the OIG in connection with certain loans,
the CMG subsequently discovered that in some cases, the borrowers did not use the loan
proceeds as certified in their loan documentation, and as reiterated in telephone
interviews with Mego representatives, It is these lies told by borrowers to which the OIG
should artribute any problem with the files cited, because Mego's practices were in
compliance with all obligations impesed upon it by the applicable written regulations.
Thus, Mego encourages the OTG to pursue each borrower whe made a material
misrepresentation in order to obtain funds in violation of the Title [ program and who
perpetrated a fraud against Mego and HUD, Mego will cooperate fully in any effort by
HUD to prosecute such borrowers, and will assist in preducing evidence that the certified

statements inducing Mego to make the loans were later discovered to be lies,

4
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Finding 2 Meed o Improve Inspection Procedures

Program abuses not reported to HUD (Correspondents)

Any failure by Mego to report program abuses to HUD occurred despite policies
and procedures i place W ensure proper notifcation te HULD. |nits written finding, the
OIG supports Mego's defense, stating, “We recognize that these instances may not be
representative of Mepo’s overall complisnes with the reguirement o inform HUD of
program abuses that come its attention. For instance, we noted two cases where Mego
inspecte=d properties and noted evidence of program abuses that it did report to HUD, ™

This position was reiterated by the O1G in its comments during the exit interview,

Inadequate inspections or no inspection (Correspond ent)

The Audit Report lists onky one file where the inspection was inadequate
(Bertrand). Mego relied upon a nationally recognized property inspection company's
inspection report stating that the improvermnents had been completed. Mego had no reason
o doubt the reliability of this report, and if it had, Mego would have had the property
reinspected. Moreover, the inspection by the OIG™s construction analyst took place vears
after the loan date. Therefore, it is possible that the improvements were made but had

deteriorated or been renovated again by the time of the OIG's inspection.

Ma inspection performed

Only one file is cited by the Audit Report as not having an inspection performed.
Axsthe Audit Report provides, two loans were made to Ms, Martin, only one of which
exceeded the 87,500 threshold requiring an inspection.” Therefore, Mege only required
an inspection of the improvements for the loan exceeding $7,500 as required by 24 CFR

20140, Mego respectfully disagrees with the OIG s finding and seeks clarification from

25
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the OI( as 1o the authority mandating that an inspection was required in connection with

Ma. Martin's loan of less than $7,5040.

Poor quality workmanship not corrected

Mego's policy and practice was, and remains, consistent with HUD's regulations
and guidelines governing borrower complaints regarding dealer Joans. Mego's goal in
addressing such complaints is to ensure the customer's satisfaction to the extent possible.

Mego acts as a liaison between the borrower and the contractor.

In the case of the Nahikians loan, which appears to be the loan cited, Mego
notified the contractor in writing immediately upon its receipt of Mrs. Mahikian®s
complaint. Mego telephoned the contractor the day after faxing the written notification of
Mirs. Mahikian's complaint. Mego's representative personally visited the propenty to
inspect the improvements, and then advised the contractor of the services which were
regpuired. The contractor did not satisfy his obligations prompily, so Mego again traveled
to the property, this time joined by HUIY's representative and the contractor. The parties
agreed to remedial sction, but subsequent 1o this agreement, on several occasions the
Mahikians refused to execule documentation cvideneing the scitlement. The original
contractor is no longer in business, Mevertheless, Mego has agreed w correct the
improvements now that it has received written authorization from the borrowers. Despite
the factors delaying such correction which were outside of Mego's control, Mego will

ensure that the improvements are completed as agreed.

'*24 CFR 200140,
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Recommendation

Mego's practices and procedures were in compliance with all applicable
regulations as is supported by Mego’s response above, Although Mego acknowledges
rare instances of emplayees® failure to follow its practices and procedures. such
intermittent violations do not warrant action by the Home Ownership Center or any other
division of HUD. Moreaver, Mego is willing to revise its practices or procedures sz may

be direeted formally by any division of HUD,
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MEGO'S RESPONSE TO MANAGEMENT CONTROL WEAKNESS ALLEGED

Mepo abjects to the O1G"s finding that “Management did not implement
reasonable controls to effectively oversee its loan origination procedures. First, Mego
prepared and used manuals 1o ensufe the compliance of its Title [ {oan progrom. The
most comprehensive of these is entitled ' 'raining and Procedures Manual for the FHA
litle | Program.” Second, Mego trained all employees involved in the Title [ loan
program to ensure their understanding of the Title | lending programs and Mego's
procedures. Each new hire received al least one week of one-on-one instruction and
direct supervision until the employee proved competent to handle independently the
required job responsibilities. Third, Mego implemented Ouality Assurance Procedures.
These procedures are outlined in the “Training and Procedures Manual for the FHA Title
I Program.” The Quality Assurance Procedures provide specific “Department
Responsibilities” and procedures for each type of review mandated by the Procedurcs.
Perigdic reports were distributed 1o and reviewed by senior management which would

respond as necessary.

The Audit Report also alleges that “Mego did not properly cvaluate loan amounis
and did not properly analvze borrowers credit and income.” Mego objects to this alleged
weakness and refers the OLG w its response to cach file so cited in the Audit Report.

Finally. the Management Controls portion of the Audil Keport alleges that “Mego

did not follow HUI s requirements for inspections.” Please see Mego's response to

Finding 2 of the Audit Repont, above.
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Distribution

Mego Mortgage Corporation, 1000 Parkwood Circle, Sixth Floor, Atlanta, Georgia 30339

Deputy Secretary, SD (Room 10100)

Chief of Staff, S (Room 10000)

Specia Assgtant to the Deputy Secretary for Project Management, SD  (Room 10100)

Acting Assistant Secretary for Administration, S (Room 10110)

Assgtant Secretary for Congressional and Intergovernmenta Relations, J (Room 10120)

Senior Advisor to the Secretary, Office of Public Affairs, S, (Room 10132)

Deputy Assistant Secretary of Administrative Services/Director of Executive Secretariat, AX
(Room 10139)

Director of Scheduling and Advance, AL (Room 10158)

Counsdlor to the Secretary, S  (Room 10234)

Deputy Chief of Staff, S  (Room 10226)

Deputy Chief of Staff for Operations, S (Room 10226)

Deputy Chief of Staff for Programs and Policy, S (Room 10226)

Director, Office of Specid Actions, AK (Room 10226)

Deputy Assstant Secretary for Public Affairs, W (Room 10222)

Executive Officer for Adminidirative Operations and Management, S (Room 10220)

Generd Counsdl, C (Room 10214)

Assstant Secretary for Housing/Federd Housing Commissioner, H (Room 9100)

Office of Policy Development and Research, R (Room 8100)

Inspector Generd, G (Room 8256)

Assstant Deputy Secretary for Field Policy and Management, SDF (Room 7108) (2)

Government National Mortgage Association, T (Room 6100)

Chief Information Officer, Q (Room 3152)

Director, Office of Departmental Operations and Coordination, | (Room 2124)

Chief Financid Officer, F (Room 2202)

Director, HUD Enforcement Center, V, 1250 Maryland Avenue, Suite 200, Washington, DC 20024

Deputy Chief Financia Officer for Finance, FF (Room 2202)

Director, Office of Budget, FO (Room 3270)

Secretary's Representative, 4AS (2)

Director, Homeownership Center, 4AHH

Audit Liaison Officer, 3AF (2)

Audit Liaison Officer, Office of Housng, HF (Room 9116) (2)

Departmenta Audit Liaison Officer, FM (Room 2206) (2)

Acquisitions Librarian, Library, AS (Room 8141)
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Counsd to the IG, GC (Room 8260)
HUD OIG Webmanager-Electronic Format ViaNotes Mail (Cliff Jones@hud.gov)
Public Affairs Officer, G (Room 8256)
Director, Housing and Community Development Issue Areg, U.S. GAO, 441 G Street N.W.,
Room 2474, Washington DC 20548 ATTN: Judy England-Joseph
The Honorable Fred Thompson, Chairman, Committee on Governmenta Affairs,
United States Senate, Washington DC 20510-6250
The Honorable Joseph Lieberman, Ranking Member, Committee on Governmental Affairs,
United States Senate, Washington DC 20510-6250
The Honorable Dan Burton, Chairman, Committee on Government Reform,
United States House of Representatives, Washington DC 20515-6143
Henry A. Waxman, Ranking Member, Committee on Government Reform, United States House
of Representatives, Washington, DC 20515-4305
Ms. Cindy Fogleman, Subcommittee on Oversght and Investigations, Room 212,
O'Nell House Office Building, Washington, DC 20515-6143
Steve Redburn, Chief, Housing Branch, Office of Management and Budget, 725 17" Street, NW,
Room 9226, New Executive Office Bldg., Washington, DC 20503
Sharon Pinkerton, Deputy Staff Director, Counsel, Subcommittee on Criminal Justice, Drug
Policy and Human Resources, B373 Rayburn House Office Bldg., Washington, DC 20515
Department of Veterans Affairs, Office of Inspector General (52A), 810 Vermont Avenue, NW,
Washington, DC 20410
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