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HIGHLIGHTS

What We Audited and Why

Weauditedt he Puert o Rico Publ iaahorfyQamtalng Ad mi
Fund Financing Program (Financing Progra® part of the Office of Inspector
General 6s (OlI G) strategic plan goals to
and Urban Devel opment 06 sWgskldttedthatithorstyc al ac
based on the size of its Financing Progr&uur audit objecties were to

determine whether theuthorityobligated anagxpendedhe 2003Financing

Progranfunds inaccordance with HUD requirementise authorityd 8nancial

management systecomplied with program requirementleauthority

completed the proposed dernization activitiesinder its2003 Financing

Program andthe authorityhad the capacity to administadditional fundsinder

the American Recovery and Reinvestment @iRecovery Act of 2009

What We Found

Theauthoritydid not manage the 2003 Financing Progmam@an economical,
efficient, and effective manner. It did not complete all of the proposed
rehabilitationactivities and did not expend all of the borrowed private capial



a resultjt did notmeetits rehabilitation goals. In addition, thethorty
disbursed more than $57.4 milliongapitalfunds to pay for interest charges on
unusedoorrowed capital that did not provide the intended benefttse public
housing program or its residents.

Theauthorityalsocould not account for more than8Z million in program income
anddid not use$50.3 millionin program income to defrgyrogramcosts In
addition, itdid not maintain accurate and current accounting reeoidigrovided
HUD inaccurate informatioonits Financing Program activitieg\s a resultits
internal controls were not sufficient to safeguard assets or ¢hatifands were
useal in accordane with applicable requiremensdHUD lackedassurance
regardingprogram accomplishments

Theauthorityinappropriately obligated $322 million in Recovery Act funds to
supplant expenditures from other nonfederal funds in violation of its annual
contributions contract with HUDThis deficieng/ occurred because tlagthority
substituted the obligations related to nonfederal funds wettofRery Act funds
As a resulttheauthoritywill use Recovery Act fund$o pay for expenditures that
were the responsibility of nonfederal sources.

What We Recommend

We recommend that tHairector of the San Juan Office of Public Housing require
the authorityto reimbursemore thar$574 million in unallocable andiheligible
Financing Programexpensesaccount for moréhan $18.7 million irunrecorded
program incomganddevelopand implement aactionplanto use$50.3 million

in program income to defrgyrogramcosts We also recommerttiatthe authority
establish better controls émsure that the Financing Program (igsa financial
management system that complies with HUD requirements and (2) procedures
ensure that program goals are achieved in a tiar@\efficientmanner and avoid
unreasonable/unnecessary expensegddition, we recommend that tBéector
require theauthorityto properly account foits 2003 Financing Program receipts
and disbursements

The Director should also require thethority to deobligate more than $31 million in
Recovery Act funds that were contracted before the authorized obligation start date
andimplement adequate procedures and controls to ensure that Recovery Act
funds are used effectivelgfficiently, and in accordase with applicable
requirements.

For each recommendation without a management decision, please respond and
provide status reports in accordance with HUD Handbook 2000.06;REV
Please furnish us copies of any correspondence or directives issued loéthese
audit.



Audi teeds Respc

We discussed the findisgvith authorityand HUD officials durig the audit. We
provided a copy of the draft report to tethorityon August21, 2009, for its
comments and discussed the report aitthorityofficials at the exit cord@rence
on September 1(2009. Theuthorityprovided written comments deptember
15, 2009, and generallyisagreed with our findings.

Theauthoritt s response, along with our eval ua
in appendix B of this report.Att achments to the authority:q
included in the report but are available for review upon request.
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BACKGROUND AND OBJECTIVES

ThePuerto Rico Public Housing Administratiuthorty) is a governmental entitreated by
Commonwealt Law No. 66dated August 17, 1989. Thethorityprovides a full range of services

related to the rehabilitation, operation, and maintenance of its public housing pribjesctise

second largest plib housing agency in the natipwith more than 56,000 dwelling units

scattered throughout Puerto Rico. Buwhorityp s r ecor ds &06Barbosai nt ai ned
Avenue, San Juan, Puerto Rico.

The Capital Fund Financing Program (Financing Program) aliolsusing agency to borrow
private capitalthrough bonds or conventional bank Ieato make improvements to its housing
developmentsThe U.S. Department of Housing and Urban Developnt#d)) allowsa
housing agency to pledge a portion of its future ahcapitalfunds to make debt service
payments for the amount borrowed under the Finarfdiagram. Housing agencigsursuing

any type ofFinancing Program activitieaust follow all statutory and regulatory requirements
related to thé’ublic HousingCaptal Fundprogram in regard to the development and
implementation of theiFinancing Programroposal.

In December 2003, HUBpproved thauthorityp s Fi nanci ng Program propo
bonds with total proceeds of $693 million for the rehabilitatbmore than 8,000 units in 44

public housing projects. Trauthorityd s deadl i ne for obligating the
2005, and the deadline for expending 100 percent of the bonds was Decembler 2007.

In October 2007, thauthorityinformed HUD tfat it did not anticipate being able to fully expend
the 2003 bond proceeds within the prescribed timeframe and requesteémsiorto the
obligation deadline Theauthorityattributedthe delay to the complexity and the multiple facets
of the 2003 bondransaction. HUD approvedomeyearextension on December 2007, that
extended thebligation deadline to December 2006 andekpenditureleadlineto December
2008.

In June 2008 hte authoritysubmitted a proposal to HUID use unexpended 2003 bopiibceeds
to pay off part of the existing debssue new borgbf approximately $380 million, and provide
for a $235 million tax credit investmenHUD approved the proposal in June 2008 August
2008 theunexpended 2003 bond proceeds were placeddrow to redeem the bonds as they
reached maturity.

On February 17, 2009, President Obama signed into law the American Recovery and
Reinvestment Act of 2009 (Recovery Act). The Recovery Act provided additional Public

Housing Capital Fungrogramfundsto public housing agenciegross the country create and
preserve joband to help stabilize the economiesstate and local government$he Recovery

Act imposes strict obligation and expenditure deadlines that housing agencies must meet to avoid
strict recapture provisionsOn March18,2009,HUD grantedmore thar$$1745 million in

! Regulations a24 CFR(Code of Federal Regulation805.120providethat at least 90 percent of thends musbe
obligated before the end of the second year and éxihended before the end of the fourth year after the funds
bemme available.



capitalfunds authorized undéne Recovery Act As of July 2009, heauthoritywas responsible
for managng more thar$1.3billion in funding for modernizationf its public housing projects

Our audit objectives were to determine whetheratltborityobligated anegxpendedhe 2003

Financing Program funds in a timely manner as prescribed by reguldieasthorityd s f i nanci a
management systecompliedwith HUD requirementsthe authoritycompleted all of the
proposedehabilitation effortsand theauthorityhad the capacityo administer funds received

under the Recovery Act



RESULTS OF AUDIT

Finding1l: TheAuthority Mismanaged Its Financing Program

Theauhority did not manage the 2003 Financing Program in an economical, efficient, and
effective manner. It did not complete all of the propaskdbilitationactivities and did not
expend all of the borrowed private capitdhese deficiencies occurred lbese theauthorityd s
management did not implemeadequate controls to effectively plan and coordinate the
execution of its Financing Program activities. As a resultatitieoritydid notmeetits
rehabilitation goals In addition,it disbursed more tlma$57.4 million incapitalfunds to pay for
interest charges amusedorrowed capital that did not provide the intentedefitsto the
public housing program or its residents.

Incomplete Modernization
Efforts

In December 2003, HUD approved thegthorityd s Fi nanci mposal®r ogr an
issue more than $693 million in bonds for the rehabilitation of more than 8,000
unitsat44 public housing projects. Tlaaithorityp s d e a dbligatmgthef o r
2003 bonds was December 2005, and the deadlire®iopleting the

rehabilitation workand expending 100 percent of the bond proceeds was
December 2007. In October 2007, thehorityinformed HUD that it did not
anticipate being able to fully expend t2@03bond proceedas required by

section gj)(5) of the United States Housing Act bB®37and requested@neyear
extensiorof the obligation deadlinfor reasons allowed undsection 9(j)(2)
Theauthorityd seasons included multiple demanding issues in managing its large
portfolio, complex and multiple facets involving a number ofipay and

relocation ofmore thar850 families. On December 7, 20QHUD granted ane

year extensioto the obligation/expenditure dataded upon thauthorityd s
requestind areview of relevant informatianThus, theobligation deadline was
extendedd December 20Q&nd theexpendituradeadlinewas extended to
December 2008.

Theauthorityhad previouslynformed HUD that it obligated 100 percent of the
funds in November 200&nd thus had met the obligation deadlifiéerefore, the
October 2007 extesmon request was not justifiedcurther, ve asked thauthority
to identify the number of units that were completely rehabilitated between the
date of the HUDapproval letteandthe revised expenditure deadline of
December 2008. Thaeuthoritystatedthat the information was not readily
available andit would needto review project files month by montb éxtract the
information. Thus,theauthoritylacked information to demonstrate whether the
extension resulted in a significant increase in rehalatitamnits.



On March12, 2009, theauthorityprovided us with a summary schedule showing
the status of the rehabilitation work associated with the 2003 bdindgsschedule
showed that of the 4droposedrojects, 16had beerrompleted, 18 were in
processand 10hadnot beenfunded. Of the 8,256unitsthatthe authorityhad
planned to rehabilitate with the 2003 bonaisly 3,606had beercompleted.
Thus,theauthoritydid notcomplete the rehabilitation work about 56 percent of
the proposed dwelling uis (seeappendix C). Thereforejt did not fulfill its
rehabilitation objectivesandtenants were depriveaf the intended benefits of the
Financing Program.

Inadequate Planning and
Coordination

Regulations a24 CFR(Code of FederaRegulationy968.125 provide that
housing agenes shall undertake the modernization activities in a timely,
efficient, and economical manner.

Authority management did nanplement adequate controls and failed to provide
timely andefficient administration of it2003Financing Programctivities

resulting indelays in the rehabilitatioof the public housing unitsFor example,

at the Jardines de San Fernando housiogect theauthoritynotified the

contractor tacommenceherehabilitation work although the construction permits
hadexpired ad required environmental studieadnot beenperformed. Because
theauthorityhad to correct these violations, the rehabilitation work at the housing
projectwaspostponed

Rehabilitation efforts at Jardines de San Fernavele notcompleted

The rehabilitation contract for Jardines de San Fernando was awarded on May 3,
2005, with a completion date of Jul®, 2008 which was beyond the December



2007 expenditure deadline dat&ccording to theauthority about 41 percent of
the reflabilitation workhad beercompleted as of March 200@ur site visit on
April 23, 2009 confirmedthat therehabilitationefforts werestill in progress
The new target completion date for the rehabilitation woBeigtember 2010.

The Jardines dilontellanoshousing project also had delagsts rehabilitation

efforts. Althoughthecontract was awarded ddovember 28, 20Q@he authority

did not notifythe contractor to commence the rehabilitation workl October

22,2008 Theauthorityinformedus that the notice to proceed was not provided

in a timely manneitbecause thauthorityp s pr oj ect desi gn contr
and theauthorityhad to rebid the servicéefore the rehabilitation work started

Theontractor 6 s deMdnielar®svereactosed. ar di ne s

On April 23, 2009, we visitedardines délontellanosand found that the

rehabilitation had not commenceAccording to theauthoritythec ont r act or 6 s
offices at the sithad beertlosed for more than a yeand the contraor refusel

to commence the rehabilitatioalleging an increase in construction costs. The
contractor claimdthat itcouldnot complete the work at the quoted price and

attributed the cost increase to tlaithorityd s unt i mel y not ihfi cat.i
the work. Theauthoritywasnegotiating with the contractéor anewtimetable

to beginthe rehabilitatiorefforts

Other housing projectsereexperiencinglelays in tha rehabilitation efforts.
According to the summary schedule prepared byathw®ority, the rehabilitation
work at fourconstruction sitewvasbetween 314 an622days behind schedule.



Construction | Days behind
Housing project start date schedule Authorityd somments
Catafiito Gardend Feb. 8,2006| 314 ;raotjj‘:g'gﬁ'c‘ise fq“ired”dorseme”ts from
Aristides Chavier| Aug. 1,2005| 379 Zﬁg;’;‘&”ﬁfg‘zf&t‘ by general contractol
Los Mirtos Dec. 15,2004 619 gﬁ;gﬁ;ﬂ”gﬁfﬁggge administrative
El Coral Jan. 9, 2006 622 Buildings have structural deficiencies.

Theauthoritydid not take into consideration the Financing Program expenditure
requirements when it executed rehabilitation contracts for 12 housing projects.
When HUD approved thauthorityd s
percent of théundswas December 2007 However, theauthorityawarded

contracts that were beyond the expenditure deadlihecontracts had end dates
that werebetweer?05and921daysafter the expenditure deadline

2003

b o n dosexpendimgel00d e ad | i

Contract Contract Number of days beyong
Housing projet date end date expenditure deadline
Jardines de San Fernand May 3, 2005 July 10, 2008 205
La Lorenzana July 14, 2005 July 12, 2008 207
San Fernando Aug. 2, 2004 Nov. 4, 2008 322
Jardines de Campo Rico| Oct. 27,2005 Nov. 15, 2008 333
Las Violetas Dec. 13, 2005| Dec. 12, 2008 360
Villa Del Rio Dec. 13, 2005| Dec. 12, 2008 360
Jardines de Cupey Dec. 15, 2005| Dec. 14, 2009 727
Trina Padilla de Sanz Aug. 12, 2005 Feb. 5, 2010 780
Jardines de Montellanos | Nov. 28, D06 Mar. 12, 2010 815
Catafiito Gardens Dec. 13, 2005| Mar. 17, 2010 820
Turabo Heights Oct. 6, 2005 Apr. 28, 2010 862
Aristides Chavier Jure 23, 2005 | Jure 26, 2010 921

The above examples are mtitinclusivebutshow theauthorityp s i nef f ect i v e
plannng and poor coordination effontsgardingts Financing Program activities.
Theauthorityp s ma n dajesl tnensure thaFinancing Pogram goals were
properlyachievedn a timely and efficient manner

Interest Paid for Unused Funds

Theauthoritydecided to pursue a mixdchancing modernization pldor its

public housing developments and submitted a proposal to HUD in June 2008. In
conjunction with the mixedinancing plan, theuthoritysubmitted a proposal to

use the unexpended 2003 bond proceeds to pay off part ofishiagedebt. HUD
approved the proposal in June 2008.

2 Regulations a24 CFR905.120providethat at least 90 percent of thends musbe obligated before the end of the
second year and fully expended before the end of the fgeathafter the funds beme available.
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In August 2008more tharts407 million in unexpende@003bond proceedwas
placed in escrowith theauthorityd bondtrusteeto redeem the bonds as they
reacled maturity. We estimate thaf the $1@ million in capitalfunds used to

pay for interest chargéamore than $57.4 million was associated with the
unexpended 2003 bond proceeds. athorityusedcapitalfunds to make debt
service payments for borrowed funds that were not uRegulationsat2 CFR
Part225 provide that aost is allocable to a particular cost objective if the goods
or services involved are chargeable or assignable to such cost objective in
accordance with relative benefits receiv@dherefore, the $57.4 million in

interes chargesvasnot anallocableexpenseincethe unexpended funds did not
benefittheauthoritytd s publ i ¢ housing program or

Conclusion

Because thauthoritydid not implement adequate controls, it failed to manage the
2003 Financing Program adties in an economical, efficient, and effective
manner. Theauthoritydid not complete all of the proposed rehabilitation
activities and was unable to expend all of the borrowed private cap#dimely
manner It did notcompletethe rehabilitatiorefforts contained in the 2003
Financing Program proposal and used more than $57.4 millicapitalfunds to
pay for interest expenses onusedborrowed capital thadid not benefit the
public housing developments or its residerf#anagement must addsethe
weaknesses identified thisreport to assure HUD thataanadminister the
Financing Program in an economical, efficient, and effective mannexchnielve
program goals

Recommendations

We recommend that the Director of the Office of Public Housing

1A. Require theauthorityto reimbursehe Public HousingCapital Fund
programfrom nonfederal fund$57.4 millionpaidfor the unallocable
interest expenses.

1B. Require thauthorityto implementanadequataction plano ensure that
rehabilitation efforts ashprogram goals are achieved in a timely
economical, efficient, and effectiveanner.

3 Theauthoritypledgel a portion of its future annuahpital funds to make debt service payments for the amount
borrowed under the Financing Program.
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Finding2: TheAuthorityd BinancialManagemenBystemDid Not
Fully Comply with HUD Requirements

Theauthorit s f i nanci al management than$l8.7milionidi d not ac
program income, and it did not contain accurate and current accounting records. In addition, the
authoritydid not use $50.3 million in program income to defray program costs and provided HUD

with inaccurate information on its Fineing Program activities. These deficiencies occurred

because thauthoritd s management did not I mplement effect
information on its Financing Program activities was complete and accurate. As a result, the
authoriyd s i nt er nal controls were not sufficient t

accordance with applicable requirements, and HUD lacked assurance regarding program
accomplishments.

Unsupported Program Income

According toHUD officials, investment earnings on Financingdgram funds are
considered program income, and theeipts anéxpenditures ofuchincome
mustbe recorded as paof the financial transacti@and subject to applicable
requirements governing the use of Financing Program fuhldsauthorityd s
accouning records did not show the disposition of more than $18.7 million in
program income generated by the Financing Program.

Theauthorittd s records reflected that between
2008 the Financing Prograshould haveeceived morehtan $693 million in

program income associated wititérestearnings. The general ledger showed

thatas of September 2008 e authorityhaddisbursedb257,244of theprogram

income Therefore$69 million of the program inconremainedinexpended.

We examined th&inancing Program bank statemetatwerify thatthe

unexpendedunds remainedeposiedat theauthoritydp Bnancial institutiors. Of

the $69 million in unexpended program inconme, bank statements reflected

balance obnly $50.3 milion as of September 2008.h&authorityp s account i n.
recordsdid not reflect the disposition @he remaining18.7 million An

accounting official informed us that bank reconciliations were not performed on

the investment accounts of the Financing Paogr

Theauthorityd s f i scal controls were not suffic
program incomata level thatvould ensurghatfunds ha not been used in

violation of the applicable statuteslthough theauthorityinformedHUD that

more thars66 million in program income was available for future public housing

* The amount was determined from a summary schedule pcepabkey t he aut horityds consul t e
® In December 2008, the authority informed HUD that more than $66 million in unexpended program income was
available for future public housing development activities and that the funds remained \2i931gond trustee.
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development activities, bank statements reflecteidraficantlysmaller amount

of available funds, $50.3 million. At the tino¢ our review, thewuthoritywas not
awareof theunrecadedprogram incomend did not provide support shing the
location of the fundsIt couldnotensure that program income was adequately
accounted for, safeguarded, and used for authcaizéeligiblepurposes The

$18.7 million inunrecordegrogram ncome is unsupported pending an
explanation and appropriate supporting documents showing the disposition and
eligibility of the funds.

Inaccurate Accounting Records

Theauthorityd annualcontributiors contractand24 CFRPart85 provide that

housing agenciesiustmaintain finan@l records that are accurate and current and
that adequately identify the source and application of funds provided for assisted
activities.

Theauthoritd s accounti ng rcaerentconplete ahd adcurate@t r e f |
financial information on Finafreg Program activities. For examplegnsactions

affecting thenvestmentand revenue accountsdyaot been recorded since June 30,

2008. In addition, the accountingcords did not include the transactions associated

with therepaymenbf the 2003 borslthat took place in August 2008. The

authorityp s accounti ng of finrecordng finantia transdctionse d t h
to a lack of personnel amsadequate information from othauthorityofficials. The

accounting records also contained seviesthnces of incorrect ending balanass

result of posting errors. For example, the interest income accounts contained more

than $10 million in erroneous transactions.

In addition, theauthorityp s accounting system dind not
when obligations occurred. The dates recorded in the system repdcdberdate

the obligation was enteredtatheauthorityp s accounting system &
when the contractual obligation occurred. The following table illustrates

examples of th discrepancieis the obligation dates.

Obligation date
Contract number according tahe Contract date
accounting system
20051070 Aug. 16, 2005 June 232005
20050334 Sep. 2, 2004 Aug. 2, 2004
20060371 Nov. 29, 2005 Oct. 6, 2005
20060119 Sept. 20, 2005 Aug. 12,2005
20060362 Dec. 13, 2005 Oct. 27, 2005

Theauthorityp s s gidgnbtgermit the tracking of obligatisiy contract
dates. Therefore,Wtasn ot adequate to monitor compl |
obligation requirements.
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Unused Program Income

H U D degulations at 24 CFR 85.2%atethat granteeareencouraged to earn
income to defray program costs.

Theauthoritydid not have a plan fdhe use of its program income, allowing the
accumulation of a significant amount of cash in its investment at€ol\s a

result,it did not usehe fundgo defray program costs benefittow-income
housingprojectsandresidents BetweenDecember 2008ndSeptember 2008

the 2003 bonds proceeds generated more t&8u3fillion in program income
However, theauthorityp s g e n e ondy feflettesl éxgenditures o$7,244,

and the balance of its investment accounts remained consistently high during the
same period. The 2003 barehrnedn average $1.5million in program

incomeper year.

Investment earnngs and disbursements

$25,000,000 -

$20,000,000 -

$15,000,000 -

$10,000,000 -

$5,000,000 -

s-
Fiscalyearend Jun-04 Jun-05 Jun-06 Jun-07 Jun-08 Sep-08

O Investment earnings @ Disbursements

Theauthorityinformed us that it did not have in place an action fdathe use
of the investment earnings generafiean the 2003 bonsl As a result, the
balance of the program income continued to increats®ut benefitinghe

public housing programAuthority management mugnproveits controlsover
programincometo ensure thathe $50.3 million inunexpended funds put to better
usein accordancevith HUD requirements.

The amount was determined from bank statements reflect
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Inaccurate Progress Reports

HUDG s F i n a n c guidajnedproidegthathonsing agencianustsubmit

performance and evaluation reports reflecting the useahcing Program

proceeds. These reports are used to mgmitgram activities and ensutet the

obligation and expenditure of the furmsmplywith HUD requirements. The

authortyp s per f ormance and evaluation report

The performance and evaluation repsubmitted to HUD reflected inaccurate
information on the amount obligated. For example, the November 2005 report
reflected that 10@ercent of the 2003 Financing Program proceeds were
obligated. However theauthorityoverstated the actual obligations by at least
$14.9 million. From the $14.9 million in overstated obligations, $13.3 million
was associated with unsupported budgetregisof expected expenditures
associated with future relocation activities to be undertaken kautherityd s
managing agents. These budget estimaggsnot consistent with the definition
of obligations as contained in 24 CFR 85.3. Accordinglyatitieority did not
follow HUD requirements and should not have reported the relocation activities
as obligated funds. The remaining $1.6 million in overstated obligatiags
related to duplicate transactions, obligations not associated with the 2003
Finaneng Program, or obligations reportedexcess ofthe contracted amount.

TheauthorityalsoprovidedHUD with inaccurate informatioon theexpenditures
of its 2003 bongroceed. The September 2008 performance and evaluation
report reflectegxpendituesof more thar$330 million However, theauthorityd s
accounting records showed that a much higher amount was experatedhan
$395 million. The performance and evaluation report for the period ending
September 30, 2008id not agree with amountsftected in theuthorityd s
general ledger

General Performance
Accountdescription ledger report Difference

Fees andosts $25,636,102 | $22,483,369 $3,152,733
Siteimprovement 84,045,750 67,793,765 16,251,985
Dwelling structure 257,732677 217,591,633 40,141,044
Nondwelling structure 14,490,778 12,020,158 2,470,620
Nondwellingequipment 43,536 0 43,536
Relocationcost 12,572,695 9,432,144 3,140,551
Developmentctivities 1,319,928 873,378 446,550

Total $395,841,466 | $330,194,447| $65,647,019

An authorityofficial informed us that the amounts included in the September
2008 performance and evaluation report were not verified or réedmeith the
authorityd s a ¢ ¢ o u n tTheramoumtsewere obthised from dnghorityd s
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requisition report$. Therefore HUD had no basis for reliance on the repeatt
informationsubmitted by thauthority.

Conclusion

Theauthoritydid not maintain a finasial management system that adequately
identified the source and application of Financing Program fultslaccounting
records were incompleteince they did not reflect the complete and full history

of all financial transactions. The noncomplianceuneEdbecause thauthorityd s
management did not implement effective controlsrtsurethat the financial
informationonits activitieswascomplete and accuratés a result, thauthority
couldnotersurethatprogram income wasdequatelyaccounted fig safeguarded,

and used for authorized purposes and in accordance with HUD requirements. The
authoritymust improve its internal controls pooperly safeguardssets and improve
the administration dafs program income.

Recommendations

We recommend that the Birtor of the Office of Public Housing

2A. Require theauthorityto submit all supporting documentation showing the
eligibility and propriety of more than $I8million in unrecordegrogram
incomeor reimburse the Financing Program from nonfederal funds.

2B.  Requiretheauthorityto developand implement an action plan so that
$50.3 million in unexpended program income is put to better use. Ata
minimum, the plan shoulecludeactivities andarget dateandensure
thatsuch fundsareused for the berii¢ of the public housing program and
its residents

2C. Take appropriate monitoring measures to engwatthe Financing
Program has in place a financial management system that complies with
HUD requirements. At a minimum, the system should ensuréshat
controls and accounting procedures are sufficient to permit the tracing of
fundsata level that ensurgbatsuch fundsarenot used in violation of the
restrictions and prohibitions of applicable statutes.

2D.  Require theauthorityto ensure thiareceipts and disbursemeiat®
properly accounted fandin compliance with HUD requirements and
that revised performance and evaluation repmgsubmitted to HUD.

" The requisition reports are not the official accounting records. These are spreadsheets used by the authority to
track advace requests made to the 2003 bond trustee.
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Finding3: TheAuthorityd s Recov er y Idapptopritelyn d s Wi
Supplant Expenditres from Other Sources

Theauthorityinappropriately obligated $322 million in Recovery Act funds$o supplant
expendituregrom othernonfederal fund violation of its annual contributions contract with
HUD. This deficieng/ occurred because tlatority substituted the obligations related to
nonfederal funds with Recovery Act fundas a resultthe authoritywill use Recovery Act
fundsto pay for expenditures that were the responsibility of nonfederal sources.

Inappropriate Obligations

Theauthorityp amendmenio theannual contributiogicontract section 7(j),

provides that housing agencies must use Recovery Act funds to supplement and not
supplant expenditures from other federal, state, or local sources or funds
independently generated by the grantdelD Notice PIH [Public and Indian
Housing]200912(HA) authorizechousing agencies to obligate Recovery Act funds
starting March 18, 2009 (obligation start datd)U D 6 s R Aa Webste y

clarified thatany obligation recorded against the Recovery Act fundstrne for

new work not previously obligated and for activities that occur after the obligation

start date.

In April 2009,theauthoritysubmitted its annual statement for the Recovery Act
funds detailing the budget line items and the 39 projects tHdiemiéfit from the

$174 million incapitalfundrecoverygrans. The annual statement reflected more
than $3212 million obligated to five public housing developments as of March 31,
2009. We revievedthe obligations and related supporting documentstierchine
whethertheobligations met HUD requirements. The #&million in obligations
wasrelated to five rehabilitation contracts, totaling $46.18 million, awarded between
October and November 2008.

Nonfederafunds RecoveryAct funds
Public housing Contract | Obligation Obligated supplanting
project number date amount nonfederal funds
Narciso Varona 2009541 | Oct. 20,2008| $9,879,114 $6,384,443
Manuel F. Rossy | 2009289 | Oct. 22, 2008| 10,316,000 6,493,889
Maximino Miranda | 2009595 | Oct. 24,2008 12,392,438 8,951,442
Ramirez de
Arellano 2009574 | Oct. 31, 2008 4,040,000 2,543,167
La Alhambra 2009619 | Nov. 21, 2008 9,555,000 7,749,327
Total $46,182,552 $32,122,268

Thefive contracts wergreviouslyobligated agaist other federal and local funds
and awarded before tlagithorizedbligation start date of March 18, 2009f the
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$46.18 million in contracts awarded in 2008, $32.12 mili@sobligated against a
line of credit with a governmental bank (local fundep $14.06 millionvas
obligated against various grants of the Public Housing Capital ffagchm. In
March 2009, thauthoritysubstituted the obligations related to the line of credit with
Recovery Act fundsTherefore, thauthorityinappropriately oligated$3212

million in Recovery Act funds to supplant expenditures from other local scamdes
for activities awarded before thaethorizedbbligation start dateThis substitution

of Recovery Act funds for nonfederal funds will result indléhorily using
Recovery Act funds to pay for expenditures that were the responsibility of the
nonfederal fundsOf the $3212million in inappropriate obligationghe authority
disbursed more than $462,00QJune 2009. Therefore, the Recovery Act funds
disbusementswereineligible.

An authorityofficial informed us that Recovery Act funds were obligated for

activities awarded before the obligation start dag¢eause thauthoritybelieved that

it was appropriateand it had obtained HUD approval for thipéyof transaction.
Theauthoritydid not providesupport showing that HUD approved the use of
Recovery Act funds to supplant expenditures from other souFeether, this

practice is in violation otheauthoritd s annu a |l scanteaatwith HBDu t i o n
and inconsistent with requirements of the Recovery Act.

Authority management must improve its controls over its Recovery Act funds to
ensurehat theyare properly obligated and thati$85million in inappropriate
obligations is put to better use in amtance with HUD requirements.

Insufficient Capacity

Theauthoritydid not implement effective controls over its Financing Program
and the activities funded under the Recovery Act to ensure compliance with all
applicable regulationsAs described in findirgl and2, theauthority

mismanaged its Financing Prograand its financial management system did not
fully comply with HUD requirements. In addition, thathorityobligated
Recovery Act fund$or activities that occued beforethe authorizedbligation

start daten violation of its annual contributiertontract with HUD

The significant amount of funds under tagthorityp s management , t he
program deadlines, and thathorityp s i n eu$efofits008 Financing

Program(see finding 1yaiseconcens regardingheauthorityp s capaci ty to
administer the additional Recovery Act funds.

Theauthoritycurrentlyadministes more than $3B billion for rehabilitation of its
public housing projects. Betweésacal years 200and2008,theauthority

receved more than¥69.8million in capital funds. In Jun2008,it issued $386
million in bonds under the Financing Program and received an additional $235
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million in tax credit investmentsin March 2009, pursuant to tRecovery Act,
theauthorityreceivel an additional $174 million in capital fund$he program
deadlines for these funds arearthe deadlingfor the Recovery Act fundsThe
authoritymustcomplete the modernization/rehabilitation efforts ardendmore
than $1.3 billionaccording to ariousprogram requirementby September2012.
In addition, theauthoritymustobligatemore than $840 million in HUD funds,
about six times its normal level of fundirtgy the year201Q

Obligation deadling/ear
Program 2008 2009 2010

Capital funds2005 $143,153,01§
Capital funds2006* $137,959,157
Capital funds2007 $140,842,82¢€
Capital funds2008 137,919,872
Financing Prograr2008 386,785,824
Capital fund recovery gran 174,579,333

Total $143,153,01§ $137,959,15Z2 $840,127,855

* In June2008, HUD granted thauthoritya oneyear extension for
obligationexpenditure of the funds.

Conclusion

Because thauthoritydid not implement adequate controls and lacked sufficient
capacity to administer adddmnal funds allocated under the Recovery Act, it
inappropriately obligated more than $82million in Recovery Act fundsThe

lack of adequate oversight and capacity byaihorityto ensure that HUD funds
weremanaged in an economical, efficient, affé@ive manner is a major concern
in light of theauthorityd seceiving additional capital funds under the Recovery
Act. Management must improve its internal controls to assure HUD tbeat it
administer the Recovery Act funds in an economical, efficeamd effective
manner anéchieveprogram goals.

Recommendations

We recommend that the Director of the Office of Public Housing

3A. Require theauthorityto deobligate $31.65 million in Recovery Act funds
related to the five contracts awardesforethe authorizd obligation start
date and put the funds to better use.

3B. Require theauthorityto reimburse theapital fundprogramfrom nonfederal
funds $462,715 paid for ineligibRecovery Acexpenditures
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3C.

3D.

Require theauthorityto implement dequate procedes and controls to
ensure that Recovery Act funds are used effectively and efficiently and in
accordance with applicable requirements.

Take appropriate monitoring measures to enthatthe authoritycomplies
with all applicable requirements of tReecovery Act.
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SCOPE AND METHODOLOGY

To accomplish our objectives, we did the following:
e Reviewed applicable laws, regulations, and other HUD program requirements.

e Obtained an understanding of éwgthorityd s management constr ol s an
they relate to our objectives.

e Analyzed theauthorityp s o b bandydisbursemestegardinghe Financing Program.
¢ Interviewed HUD anduthoritymanagement and staff.

e Reviewed thauthorityp s f i |l es and records, iepodgsl udi ng p
general ledgersand bank statements

e Traced amounts included in progress reports to general ledgersuanddocuments.
¢ Reviewed thauthorityp s lindependent public accountant report

e Selected a sample @0 projects and re@ved the araunts theauthorityreported as
obligated® Thesel0 projects represented $250 million of more than $606 million of the
total reported obligatiornf®r the period endin§lovember 30, 2005We reviewed the
obligations and related supporting documents terdene whether obligations met
Financing Program requirements.

e Performed site inspectiorsthree public housing projects verify the progress of the
rehabilitation efforts.We inspected®edro Rosario Nieves, Jardines de San Fernando,
and Jardines delontellancs public housing projects based thre authorityd progress
reportthat showed delayis the rehabilitation efforts.

Theauthorittp s records reflected that bettheeen Decemb
Financing Program received more than 8a4illion in program incomandthat$257,244 of
theproceed$ad beerexpended We examined thauthorityd secordsto verify the availability

of the unexpended program incomiccording tothe bank statenmés $50.3 millionin program
incomehadnot been spenaindthe authoritycould not account fd818.7 million. Theauthorityd s

internal controls were not sufficient to safeguard its program income and ensure thaatubden

used for eligible purpose®nce the proper contradsd action plamaredeveloped and
implementedtheauthoritycould put tle $50.3 millionin unusedprogram income to better uaed

ensure thatUD requirements are met

8 We selected a nonstatistical sample and did not use these projects for projecting our sample results.
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Theauthorityreported to HUD that it haobligated $32.12 millioin Recovery Act fundso five
public housing developments as of March 31, 200& reviewed the obligations and related
supporting documents to determine whether the obligations met HUD requirements.

We conducted our fieldwork from August 2008 throudglhy 2009 at theauthorityo s o f f i ces i
San Juan, Puerto Rico. Qaudit period was December 1, 2003, through July 31, 2008, but we
expanded our audit period as needed to accomplish our objectives.

We conducted thauditin accordance with generally accepted government auditing standards.
Those standards require that we plan and perform the audit to obtain sufficient, appropriate
evidence to provide a reasonable basis for our findings and conclusions based on our audit
objectives. We believe that the evidence obtained provides a reasoraidefdr our findings

and conclusions based on our audit objestive
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INTERNAL CONTROLS

Il nternal control i's an integral component of
reasonable assurance that the followdngtrolsare achieved:

e Programoperdions,
e Relevance ancetiability of information
e Compliance with applicable laws and regulaticarsd
e Safeguarding of assets and resources
Il nternal controls relate to managementos pl an

mission, goals, and objeees. Theyinclude the processes and procedures for planning,
organizing, directing, and controlling program operatiasisvell aghe systems for measuring,
reporting, and monitoring program performance.

Relevant Internal Controls

We determinedhatthe following internatontrols were relevant to our audit
objectives:

. Compliance with lawandregulations Policies and procedures that
management has implemented to reasonably ensure that resource use is
consistent with laws and regulations.

. Safeguarding of assets and @ses- Policies and procedures that
management has implemented to reasonably ensure that resources are
safeguarded against waste, loss, and misuse.

We assessed the relevant controls identified above.
A significant weakness exists if management conttolsot provide reasonable

assurance that the process for planning, organizing, directing, and controlling
program operations wil/l meet the organi z

Significant Weaknesses

Based on our review, we beliethatthe following itens aresignificantweaknesss

e Theauthorityd s management ddegdatercantrolsiomp | e men't
effectively plan and coordinate the execution of its Financing Program
activities geefinding 1).
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Theauthorityd s management di d not gsafegudrde ment
assets andnsurehat the financial informatioanits Financing Program
activitieswascomplete and accuragsee finding?).

Theauthorityd s ma n alig eommaptement adequate controls dexcked

sufficient capacity to administedditional funds allocated der the
Recovery Act (see finding 3)
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APPENDIXES

Appendix A

SCHEDULE OF QUESTIONED COSTS
AND FUNDS TO BE PUT TO BETTER USE

Recommendatior Funds to be pu
number Ineligible 1/ Unsupported/ to better us@/
1A $57,464,212
2A $18,701,107
2B $50,354,867
3A 31,659,553
3B $462,715
Total $57926,927 $18,701,107 $82,014,420

Ineligible costs are costs charged to a Hfiianced or HUDBInsurel program or activity
that the auditor believes are not allowable by law; contract; or federal, state, or local
policies or regulations.

Unsupported costs are those costs charged to afitidbced or HUBInsured program

or activity when we cannot deteme eligibility at the time of the audit. Unsupported
costs require a decision by HUD program officials. This decision, in addition to
obtaining supporting documentation, might involve a legal interpretation or clarification
of departmental policies ampfocedures.

Recommendations that funds be put to better use are estimates of amounts that could be
used more efficiently if an Office of Inspector General (OIG) recommendation is
implemented.These amountsiclude reductions in outlays, deobligatiofhifunds,

withdrawal of interestcosts not incurred by implementing recommended improvements,
avoidance of unnecessary expenditures noted in preaward reviews, and any other savings
thatare specifically identifiedIn this instance, if thauthorityimplements

recommendatioB, it will ensure thathe unused program income is put to better use for
the benefit of the public housing program and its residents and that HUD requirements
are met By implementing recommendatio3funds inappropriately obligad by the
authoritywill be available for a more appropriate use consistent with the Recovery Act.
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Appendix B

AUDI TEE COMMENTS AND Ol G6S EVAL

Ref to OIG Evaluation Auditee Comments
£
PUERTO RICO PUBLIC HOUSING ADMINISTRATION VIVIENDA

COMMONWEALTH OF PUERTO RICO

September 15, 2009

Via Electronic Mail and U.S. Mail

Mr. James D. McKay

Regional Inspector General for Audit
U.S. Department of Housing and Urban
Development

Office of Inspector General, Region 4
75 Spring Street, SW , Room 330
Atlanta, Georgia 30303-3388

Re: PRELIMINARY RESPONSE TO DRAFT AUDIT REPORT FOR THE PUERTO
RICO PUBLIC HOUSING ADMINISTARTION DATED AUGUST, 21 2009

Dear Mr. McKay:

Attached please find our preliminary response to the proposed findings contained in the draft
Comment 1 Audit Report dated August 21, 2009. We appreciate the opportunity granted to our agency 10
review the proposed findings and be able to provide additional information that we expect should
put the Office of the Inspector General in a position to remove or modify the proposed findings
before a final Audit Report is issued.

Should you have any questions or need any further information, please do not hesitate to contact
us at your convenience.

Sincerely,

Yese? Y. €ordero Lebron. Esq.
Administartor

@ 606 Barbosa Avenue, Juan C. Cordero Building, Rio Piedras, PO Box 363188 San Juan, Puerto Rico 00936-3188
SRPORTORITY Phone: (787) 759-9407
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Ref to OIG Evaluation Auditee Comments

Comment?2

Comment3

Comment3

PUERTO RICO PUBLIC HOUSING AUTHORITY’S PRELIMINARY RESPONSE
TO AUGUST 21, 2009 DRAFT AUDIT REPORT
SEPTEMBER 15, 2009

!

The Puerto Rico Public Housing Administration (“PRPHA"), the nation's second largest
public housing authority, has been at the forefront of undertaking innovative financing strategies
that have leveraged hundreds of millions of dollars in private money to bring thousands of
obsolete housing units up to 21st century standards. Beginning in 2003, then again in 2008,
PRPHA worked with leading legal, financial, and government experts to structure modernization
financings so they ensure appropriate investment of public housing funds while, at the same
time, providing that the funds are used in accordance with applicable legal requirements. The
U.S. Department of Housing and Urban Development (“HUD™) approved these financings after
months of meetings, countless conference calls, and review of hundreds of pages of documents
and due diligence materials. An independent financial expert also thoroughly reviewed these
{ransactions and issued opinions that the transactions were fair and reasonable. Because of its
success and innovation, the 2008 fransaction was named “Deal of the Year” by The Bond Buyer,
the nation's leading bond industry publication.

For this reason and the reasons discussed below, PRPHA disagrees strongly with the
findings in the HUD Office of Inspector General (“OIG") Draft Audit dated August 21, 2009,
(“Draft Audit”) which questions whether these transactions met applicable requirements for the
use of public housing monies. The Draft Audit’s findings are inaccurate, unsupported, and
inconsistent with the OIG's own auditing standards. The OIG’s conclusions seem to be based on
a fundamental misunderstanding of the complex Capital Fund Financing Program (“CEFP”)
transactions conducted with HUD's approval in 2003 and 2008, the latter of which raised over
$200 million in private equity. Collectively, the transactions can bring up to modem standards
over 6,500 housing units that have been obsolete for decades. In many places, the Draft Audit
does not cite any legal requirements or misapplies existing standards to support its conclusions.
Moreover, PRPHA still has not been provided an explanation and documentation sufficient to
fully understand the basis for the OIG’s conclusions. ‘

As such, PRPHA requests that OIG meet with PRPHA and its team to obtain the
necessary explanations and clarifications regarding the 2008 Financing and further requests that
0IG revise the Draft Audit to ensure that its findings are both supported and accurate prior fo
requiring PRPHA to provide a final written response for publication.

RESPONSE TO SPECIFIC FINDINGS

Background

In December 2003, the Puerto Rico Housing Financing Agency, on behalf of PRPHA,
issued 3663 million in public purpose tax-exempt bonds (the “2003 Financing”) to modernize up
to 8,256 units in PRPHA’s approximately 56,000 unit portfolio. See 2003 Bond Official
Statement at Exhibit A. As a result of the 2003 Financing, over 3,500 units were modemized.

With rapidly escalating construction costs in Puerto Rico and nationwide over the
ensuing months and years, PRPHA found it could not rehabilitate as many units with the 2003

Page1of 13
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Ref to OIG Evaluation Auditee Comments

Comment4

Comment4

Comment4
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