Issue Date

February 10, 2009

Audit Report Number
2009FW-1005

TO: Brian D. Montgomery
Assi stant SecrFReded iHoysingCommisiboen, 81i n g 1

HenryS. Czauski, Acting DirectoBepartmental Enforcement Center, CV

T in o A el lrratt

FROM: Gerald R. Kirkland
Region&Inspector Genal for Audit, Fort WorthRegion,6AGA

SUBJECT: Allied Home Mortgage Capital Corporation, Houston, Tekad Not Fully
Fol | ow HU DDifise R&uirameat$

HIGHLIGHTS

What We Audited and Why

We reviewedAllied Home Mortgage Capital Corporati¢fllied), a norsupervised
loancorrespondent. The objective of tlewiewwas to determinthe validity of a
hotline complaint that Allied operatlits branches in violation df. S. Department
of Housing and Urban Development (HU@RQuirements Specifically, tle
complaint allegedhat Alliedrequiredits branch managets enter into certain
contractual relationshippay branch operating expensasgdprovide
indemnificaion for losses and damaged, of whichwere prohibited branch
arrangements

What We Found

The complaintvaspartially validasAllied did notfully follow HUDGs branchoffice
requirements Allied required branch mangers to personally entgo certain
contractual agreementg)ch a®ffice space leasesquipment contracts, and utlit
arrangemenisatall five branches reviewedAlso, Allied did not consistently pay



rental, utility, andtelephoneexpensesatall five branches.Furtherin one instance,
Allied requesedthata former employee use personal funds to cover branch
operating lossesTheallegationthat Allied required its employees todennify it
for loan losses wasot valid. In addition,although not alleged in the complaint,
testing disclosed thatllied hired an ineligibleemployeeo originateFederal
Housing Administrationnsured singléamily mortgages

What We Recommend

We recommend HUDOGs Assistant Secretary

e Require Allied toimmediately discontinue its current practices related to
leases/agreements for all branch offj@opt new practicesnd controls
that requirdt to directly enter intodases and/or agreemergadimplement
the necessary policies, systems, and controls to ensure that it pays all
requiredbranch operating costs.

e Require theQuality Assurance Divisioto confirm that all Allied branch
offices have appropriate agreemestsl take appropriate actoih
compliance does not occur

e Request the Mortgagee Review Board pursue civil money penalties and/or
administrative sanctions as appropriate against Allied Home Mortgage
Capital Corporation for the violations cited in thisogp

Further, we recommend that tAeting Director of the Departmental Enforcement
Centerpursue civil money penalties or take administrative action, as appropriate,
against the responsible parties for the violations cited in this report.

For eachrecommendation without a management decision, please respond and
provide status reports in accordance with HUD Handbook 2000.06;RHRlease
furnish us copies of any correspondence or directives issued because of the audit.

Audi teeds Respc

We provided a draft to Allied and requested a response by January 15, 2009. Allied
provided written comments on January 15, 2009. Allied generally agreed with our
report but provided additional comments to explain why the conditions occurred.
Thecomple e text of Alliedbés response, al ong
can be found in appendé of this report.

At HUDG6s request, wthe repartereninalogyn Wealsc hanges
further clarified the recommendations to better ensure thabpate corrective
actions are taken.
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BACKGROUND AND OBJECTIVE

Allied Home Mortgage Capit&Corporation (Allied)was approved on September 26, 1998 as
norsupervised loan correspondent $arglefamily loans insured by the Fedekdbusing
Administration FHA). A lcdrpiorateéh@adquarters is located at 6110 Pinemont in Houston,
Texas. According to itwebsite, Allied is the largest &. privately held mortgage
banker/mortgage broker with hundredsadnchofficesthroughoutheU. S. and the Virgin
Islands. According toH U D &lsighborhood Watckystem as of June 9, 2008, Allied had 467
active branches.

The U.S. Department of Housing and Urban DevelopragitUD) Office of Inspector General
(OIG) received dotline complaint allegingthat Allied did not follow HUD rules and requirements
when operating its branch officeSpecifically, the complaint allegedat Allied requiredits

branch managets enter into certain contractual relationshipay branch operatingxpensesand
provide indemnificiion for losses and damaged, of whichviolated HUD requirements.

The objective of theeviewwas to determinthe validity ofa hotlinecomplaint that Allied operat
its branches in violation of HUD requirements



RESULTS OF AUDIT

Finding 1 Allied Did Not Fully Follow HUDG s B Offiae ¢ h
Requirements

Allied did not completely follow HUD rules, regulations, proceduresd instructions when

operating and managing its branch offic&pecifically, forall five branches reviewedllied did

not ensure¢hatcontractual agreements were in its narttelsodid not consistently pay reat

utility, andtelephone expensesait five branches These conditions occurred because Allied did

not have a system in place to endheit paid all operating expensesd it apparently attempted

to maintain a separation between itself and its brandhasher, Alliedrequestedhata former

employee us personal funds to cover branch operatinglossesse n t he branchdés op
had a negative balancén addition,it hired an ineligible employdeecausdts presidentoverrode

its internal controls As aresult Allied did not maintain the close supervisory control and oversight

of its branches required by HUD and ex@odBlUD to possible unnecessary insurance risk.

Allied Did Not Ensure Branch
Contractual AgreementsWere
in Its Name

None of the officespacdease agreements for tfiee branches reviewed were in

Al | i e d drstead, hebmnch managers personally enteregd andsigned the
leaseagreemerst Four of the five branch managdradsigned montko-month

subeases with Allied to show that Adid was paying the operating expenses

However, ultimate responsibility for the lease payments continued to rest with the
branch managef Allied canceled the subleasd@he lease for the fifth branch was in
the branch manager 6sid.abmea .wi Alhl itddde Hlceemnsd
When Allied closedwo of the ive branchespnemanagebecamdiable for

approximately one montbn the leaseand the other managdrecame responsible

for theremaining33 monthon t hat branchodés | ease.

In two casesthe branch managemubmittedequipment leases | | i nanded s
one for 36 months and one for 66 monthwever Allied instructedthe vendorso
remove its name frorhe equipmenteasesandrequiredthatthe leases bput in the
branch man a@nebrasch also hasdilgy.bill in the branch managar
name.

AccordingtoHUD G s r e qui r e npeomlitesfrom eduiringat wa s
contractual relationships with vendors be in the name of the empiofeeording

to Alliedds audi t enteedinio mantho-menth operatiag e me n t
leases to minimize its future lease commitmemyg not directly entering into

! HUD Mortgagee Approval Handbook 4060.1, REVparagraph-44, and Mortgagee Letter ML OIb.



leases, Allied apparentbBttempedto maintain a separation between itself @aad
branch officesvhich was inconsistent with the close supervisory control and
oversightof its branches required by HUD.

Allied Did Not Consistently Pay
Rental Expenses

Allied did notconsistentlypay the monthly rental amountsaditfive branches
reviewed duringhe 27 monthgested. The following table shows the number of
monthsAllied did not pay renaind the outstanding rent due or credit balaascef
March 31,2008.

2315 15 $148,090
1785 7 2,626
0835 2 (2,587)
0173 3 2,081
1886 1** 1,500
Total $151,7D

*For an additionab out of 27monthsreviewed Allied did not pay rentbut the branch had a credit
balance due. Also, in addition to the monthly rental payment, the lease agreement required $6,270 for
the lease yeabut it was silent as to how or when it was to be paid.
** Although Allied closed the branch on Janua¥y 2008,it did not payrentthatwas due on
Januaryl, 20@8.

Allied had a system in place nam&dto-Pay thatwould automatically pg the

b r a n enbnthlyréntal expensesAllied staff memberssaidthatthis system
allowedthemto verify that all monthly rental payments werade However,

Allied did not consistently ushe system forall branches durinthe period

reviewed As shown in the tabl&llied6é system did not workAllied could not

explain why thisconditionoccurred HUD 6 s p ol idAliedt® pay &lgfui r e
the operating expensesitfbranctes® | n addi ti on, Al liddds
thatAllied should have alwaygad all branch core expensexluding rent

HUD Mortgagee Approval Handbook 4060.1, RRVparagraphs-2 A and D
¥ HUD Mortgagee Approval Handboa060.1 REV-2, Paragraph-8.



Allied Did Not Consistently Pay
Utility and Telephone Expenses

In addition to rental expenses, Allied did not pay the requipedtating costef
utility and telephone expenses for all five branches for the 27 months reviewed.

Utilities

Alliedbs r ecor ds snotpavanygutility bxpaenses at threifithefive
branchegluring the 27 monthseviewed At anothertbranch, Alliedoccasionally
paid utility expensesAllied consistently paid utility expensasthe fifth branch
until themonth it closed the branch. The following table shows the number of
months Allied did not make utilitpayments

1785 27
0835 19
2315 27
0173 27
1886 1

Telephone Expenses

Alliedd s r showedtthist alsodid notconsistentlypay telephone expenses at
all five branches The following table shows the number of montisvhich Allied
did not pay telephone expensgaccording to its records, and the range of the
payment amounts for the mitwsin which Allied paid telephone expensas the
payment amounts fluctuated

1785 27

0835 10 $ .72 $1,027
2315 9 275 7,941
0173 6 173 2,188
1886 2* 309 554

* One of the two nonpayment months was the month Allied closed the branch.

*  HUD Mortgagee Approval Handbook 4060REV-2, Paragraph-8.



Al | i edd6s wrequiretiteaopaypllacdre oparating expenses each mpnth
which includedboth telephone and utility expensédlied did not consistently pay
these expenses because it did not have a systataterminng whethercore
expenses such as utility and telephone expemee=paid each month In addition,

it did not maintain records shavg the amounts due each momthwhetherthe
branch managers submitted utility or telephone bills for payment. Ingtkiad,
allowed itsbranch managers to decide which operating expenses to submit for
payment or reimbursememather than requiring that they be turned in monthty fo
payment

By not ensuring that it paid albre expenses such as office space rent, telephone and
utility expenses, Allied did not maintain the close supervisory control and oversight
over its branches as required by HUD and exposed HUD to possible unnecessary
insurance risk.

Allied Requestedthat One
Former Branch Manager Pay
for Branch Operating Losses

Allied requestec formerbranch managerse his personal fundis cover

operational expens@genonebranch had an extremely higherating account

deficit. In emails between the former branch manager and the president of Allied,

the president told the branch manager tieabeededtd br i ng money t o t
In arotheremail, the former branch manageld the president of Alliedhat hewas

in the processfayetting funding from an additional source to cover lossasather

branch. The branch manager did not provide proof that he ever made a payment to
Allied to cover the operating lossedoweverHU DG s r ul equiringano hi bi t
employee tasepersoml funds to cover operating expenses if funds are not

available from an operating accouint

Complaint Concerning
Indemnifications was Invalid

The complaingllegationthatAllied required its branch managecsindemnify it for

lossesand damages was invalidhc ¢ o r d i n g policies, HUD bhay require

FHA approvedendergo enter into idemnification agreements on FHAsured

loanswhen HUDdetermins thatthe loansexpose HUD to an unacceptable level of

risk. An indemnificationagreement states that the lenddi vepay HUD for any

lossest incurs on loans covered by the agreemeilied did not require branches

to repay it for losses incurred for loans underindemnification agreement. Allied

did require branches to repayor premiums earned on defaulted loansich is an
allowedoperatingexpensec cor di ng to HUDG6s requireme

®  HUD Mortgagee Approval Handbook 4060.1, REVparagraph-44, and Mortgagee Letter ML OIb.



Allied Hired an Ineligible
Employee to Initiate FHA

Loans

Conclusion

Allied hired an employee who lived in a different statere tharB0O0miles from

theHUD approved branch, to initiate loans declined by the empésyaesband,

who worked at anot her maespgodibitgkeng@anamp any .
existing, separate mortgage company or broker and allaiiogriginate insured

mortgages under the approvece n dHUJD mstgageeumber. In addition, this

practicei s a vi ol ati on o fthirthpalyorginatiomd oEFHA pr ohi b
insured loan§. The employealsoindicated thashewould be working ér another

real estate or mortgage company while working for Allietbwever, HUs rules

prohibit staff from having outside employment in mortgage lending, real estate, or a
related field’

Al l i edds staff det er mi n eaddatternpiet to stdher e mp |

from being hired Ho we ver , Al | i erddéisternalrcantsoisathdsimet o v er
was hired.The employee is no longer employed at Allied and did not originate any

FHA loans. Howevet, op management 6s wi lldanditiepnes s t
advice of staff exposeHUD to increasedisk that another ineligible employee could

also be hired.In addition, thisncidentsupports the contention thallied did not

exercise adequate control and supervision over its branches as réquired.

Allied did nothave effectivesystems andontrols in place to ensutieatit fully
compiedwi t h H U Drégslations, loeeduresand instructionsvhen it
operaedits branchesAllied took stepsndicaing thatit attemptedo maintain a
separation between itself aitgl branch offices.This actionwasinconsistent with
the close supervisory control and oversighits branchemployees required by
HUD and expos#HUD to increasedisk to the FHA insurance fund

Mortgagee Letter 0Q5 and HUD Mortgagee Approval Handbooks0Ql, REV/2, paragraph-29.
HUD Mortgagee Approval Handbook 4060.1, RR2Vparagraph-2G.
HUD Mortgagee Approval Handbook 4060.1, RRVparagraphs-2 A and D



Recommendations

We recommenthatHUDG Assistant Secretary for Single Family Housing

1A. Require Allied to immediately discontinue its current practices related to
office space, utility, and equipment leases/agreements for all branch offices,
andadopt new practicemnd controlghat requireAllied to directly enter into
those leases and/or agreements.

1B. Require Allied to implement the necessary policies, systems, and controls to
ensure that it pays all branch operating costs, including reiitday;, and
telephone expenses.

1C. Require HUDOG6s Qual ioctogfirmAlsasall Alliachbcaech Di v i
offices have appropriate agreemenior those branches that do not comply,
take appropriate actidn ensure compliance includitgit not Imited to
prohibiting thebrarch office from originating FHAnsured loansandor
refering Allied to the Mortgagee Review Board.

1D. Request the Mortgagee Review Board pursue civil money penalties and/or
administrative sanctions as appropriate agaitisgd Home Mortgage
Capital Corporation for the violations cited in this report.

We also recommend thtteActingDi r ect or of HUDG6s Departn
Center

1E.  Pursue civil money penalties and administrative sanctions, as appropriate,
against the responsible parties for the violations cited in this report.

1C



SCOPE AND METHODOLOGY

Our objective was to determine the validityadfiotlinecomplaint that Allied operated its branches
in violation of HUD requirementsTo accomplish ouobjectiveswe

e Reviewed background information aHtUD criteria that control branching arrangements.

e Reviewed thénotline complaint and documentation supplied.

¢ Reviewed various reports, databases, and documents to determine existing conditions at
Allied. Thedocuments ncl uded Al |l i edds Branch Training
Assurance Divisionds most recent review of

¢ Reviewed Allied'discal year2006 and 2007 audited financial statements for information
related to Allied's branching operationgldor indications of questionable activities.

e Selected a naepresentative samplef 5 of 548(467 active and 81 terminated)lied
branch offices for reviewncluding branch 0173 in Kingwood, Texdsanch 0835 in
Fairview Park, Ohiobranch 1785 in Houston, Texas; branch 1873 in Grove, Oklatemda;
branch 2315 in Kansas City, MissauWe selected a noepresentative sample instead of a
representative sample review specific items of interest (branches) which were alleged to
havepeci fi ¢ v i olbenchingrequiremnéntsHWeXsélected three branches
which were listed in the documentation supporting the hotline complaint. We also selected
two branches at random which were not listed in the complaint and which were located
the Houston area.

e For each branch selected, obtained and reviela&inA | | $ fibes, including office
space leases and other contractual agreenmparfsynmed limited testing of expensemnd
reviewed employee files to temtnployment agreemendsd pay status.

e Made site visits to two Allied branches.

e Interviewedformer branch managers, Allied official;ydst af f f r onlityHUDOG s Qu .
Assurance DivisiomndProgramEnforcemenDivision.

e Performed certain tests ¢ime computeprocessed financialata obtained from AlliedWe
determined the data to be sufficiently reliable to meet our objectives.

We alsoused data maintained by HUD in the Neighborhood Watch system for background
information and in selecting our sample of loans. We did not reth@ data to base our
conclusions. Therefore, we did not assess the reliabilityeaféta.

Our review covered the period January 1, 2@®ugh March 31, 2008We performed ouaudit
from June throughNovember2008. We conducted the review at tberporateheadquarters of
Allied located in Houston, Texas;wo o f arkdbrancreoffiéegocated in Houston and
Kingwood, Texasand the HUDoffice locatedin Houston, TexasThe scope of our review was
generallylimited to issues raised in tleemplaint regarding prohibited branch arrangements

® A norrepresentative sample selection is appropriate when enough is known almptaion to identify a

relatively small number of items of interest.

11



We performed our review in accordance with generally accepted government auditing standards.
Those standards require that we plan and perform the review to obtain sufficient, appropriate
evidence to prade a reasonable basis for our findings and conclusions based on our objective. We
believe that the evidence obtained provides a reasonable basis for our findings and conclusions
based upo our objective.

12



INTERNAL CONTROLS

Internal controlisan nt egr al component of an organizati or
assurance that the following objectives are achieved:

e Effectiveness and efficiency of operations,
e Reliability of financial reporting, and
e Compliance with applicable laws and uégtions.

Il nternal controls relate to managementos pl an
goals, and objectivesTheyinclude the processes and procedures for planning, organizing,

directing, and controlling program operati@swell & the systems for measuring, reporting, and
monitoring program performance.

Relevant Internal Controls

We determinedhatthe following internal controls were relevant to our audit
objectives:

e Policies and procedures that managerhastmplemented to reasonably ensure
thatits operationsme# HUDOGs requirements in an ef
manner.

We assessed the relevant controls identified above.

A significant weakness exists if managsgrhcontrols do not provide reasonable

assurance that the process for planning, organizing, directing, and controlling program
operations will meet the organizationods

Significant Weaknesses

Based on our review, we beliethatthefollowing items are significant weaknesses:

¢ Allied did not ensur¢hatbranch contractual agreements were in its name

e Allied did notconsistentlypaythe required core operatiggstsof rentl, utility,
and telephone expendes the five branch officeseviewed

e Al | i esidéns ovgodeits internal controls to hire an ineligible employee

13



Appendix A
AUDI

TEE COMMENTS AND Ol G6S EVAL

Ref to OIG Evaluation

Auditee Comments

Comment 1

ALLIED HOME MORTGAGE CAPITAL CORPORATION
Legal Department

6110 Pinemont Drive « Houston, TX 77092

Phone: (713) 353-0461 o Fax: (713) 684-0788

www.ahmeemgr.com

January 15, 2009

Angela Wilson, Senior Auditor

Theresa Carroll, Assistant Regional Inspector General
Gerald R. Kirkland, Regional Inspector General for Audit
U.S. Department of Housing and Urban Development
Office of Inspector General, Region IV

819 Taylor Street, Suite 13A09

Fort Worth, Texas 76102

Re:  Audit Report Number 2009-FW-100X
Allied Home Mortgage Capital Corporation

Dear Ms. Wilson, Ms. Carroll and Mr. Kirkland:

Allied Home Mortgage Capital Corporation (“Allied” or the “Company™)
appreciates the opportunity to respond to the HUD Office of Inspector General Report on
Net-Branching Requirements, as referenced (“Report”).  The Company understands and
appreciates its responsibilities as a HUD mortgagee, and considers all such matters
seriously. In responding to the Report we will attempt to be brief.

It is Allied’s belicf that the origin of the hotline complaint received by the HUD
Inspector General is a former branch manager currently involved in litigation with the
Company. During the last year of this individual's tenure with Allied there was
significant conflict, which eventually resulted in a severance of the relationship by the
corporate office. A lawsuit between the partics is currently pending in Federal Court in
Massachusetts regarding various claims of impropriety on the part of the former branch
manager. The Inspector General has been provided with a copy of relevant pleadings in
the case.

The foregoing is offered to demonstrate that the complaint was made to aid the
former manager in his litigation as opposed to a good faith effort to protect the interests
of the government.

Additionally, while the factual basis for the Report is correct in all material
respects, the stated facts alone do not give a complete picture of the operation of
Company branch operations during the audit period. Allied operated an average of’
approximately 500 branches during the audit period. The audit reviewed records
associated with 5 branch offices, which represents 1% of operations. Also during the
audit period there was significant staff turnover in key positions within the company that
had responsibility to oversee the functions that were the subject of the audit report.
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Comment 2

Comment 1

Comment 2

Comment 3
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