
Welcome to…
Defect Taxonomy Version 2 Implementation

Today’s webinar begins 
at 2:30 PM (Eastern)

We will be underway shortly

Please test your speakers and choose Audio source (computer/smartphone or 
telephone) by selecting desired option in Audio Settings – see left side of 

toolbar at bottom of screen.



Technical Support

• View the presentation through the Chrome browser.

• Technical issues? Please review the Technology FAQs document by clicking on 
Landing Page or the link found in the Chat icon at the bottom of your screen.

• Need additional tech support? Click on the Contact Tech Support icon on the 
Landing Page or the link found in the Chat icon at the bottom of your screen. 
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• Q&A session will follow presentation.

• Follow instructions in Q&A link found in Chat icon.

• Test Audio if asking a question. 

• Two Audio options: 
– Computer/Smartphone

– Standard Telephone Line

• Send unanswered questions to FHA Resource Center.

Q&A Session
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• Online at: www.hud.gov/answers

• Via email at: answers@hud.gov

• Via phone at:1-800-Call-FHA (1-800-225-5342) 

Persons with hearing or speech impairments may reach this number by calling the 
Federal Relay Service at 1-800-877-8339. 

Contact the FHA Resource Center
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• Documents/Materials:
– Click on the Chat icon or Landing Page and select the Webinar Documents/Materials link for 

a copy of today’s presentation.

• Training Evaluation:
– Click on the Chat icon or Landing Page and select the Survey link.

Documents/Materials & Training Evaluation
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Click on the Chat icon or Landing Page and select links to bookmark:

• FHA Lenders page:
https://www.hud.gov/program_offices/housing/sfh/lender

• FHA FAQ page:

https://www.hud.gov/FHAFAQ

• Single Family Housing Archived (On Demand) Webinars page:

https://www.hud.gov/program_offices/housing/sfh/events/sfh_webinars

Helpful Links
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Defect Taxonomy Version 2
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Purpose

What is the Defect Taxonomy? 
• It is the method that the Federal Housing Administration (FHA) uses to identify defects at the loan level.
• It provides useful data and feedback through structured categorization of defects and their sources, causes and severities.
• It balances FHA’s risk management and quality assurance business processes.

The Defect Taxonomy Does Not: 
• Establish a universal statement on all monitoring or enforcement efforts by FHA.
• Address FHA’s response to patterns of loan-level defects, regardless of severity.
• Limit FHA’s actions with regard to fraud or misrepresentation. 
• Establish standards for administrative or civil enforcement action, which are currently set forth in law.
• Preclude FHA from referring any violation of any severity to HUD’s Mortgagee Review Board, the Departmental 

Enforcement Center, or other HUD offices for defects that, in FHA’s judgment, warrant such referral. 
• Affect or override FHA’s normal process for referral of cases of fraud, waste, or abuse to the Office of Inspector General.
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Effective for Loan Reviews as of January 1, 2020

Access from HUD.gov Loan Review System webpage

Defect Taxonomy Version 2 (cont.)



Summary of Updates
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Defect Taxonomy Version 2 (cont.)

includes…

• streamlined underwriting defect areas
• clarified severity tier definitions
• potential remedies for Tier 1 & 2 findings
• revised sources & causes
• references to specific HUD policy

… but does not change

• number & order of defect areas
• number & order of severity tiers
• how findings are identified 
• fundamental characteristics  
• HUD policy



Sources and Causes describe findings in greater 
detail based on HUD policy. An individual finding is 
identified in the Loan Review System (LRS) by its 
specific Defect Area, Source, and Cause. 

There are four potential Severity Tiers, one of which is 
assigned to each finding based on the size and nature of 
the deviation from FHA requirements. Severity tiers 
indicate whether a lender response is required in LRS.

Causes

A B C D F

Sources

1

2

3

4

5

HUD Policy References

• Single Family Housing Policy Handbook 4000.1
• Home Equity Conversion Mortgage (HECM) 

Mortgagee Letters

*References are subject to change and may not be all-inclusive. 

Defect Areas
Underwriting loan reviews are categorized into nine defect areas that represent fundamental characteristics of a 
loan’s eligibility for FHA insurance.

Severity Tiers Remedies 

1

2

3
No response required 
in LRS

4
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Unacceptable Findings

• Lenders may rebut any unacceptable finding by responding in LRS with supporting information 
and/or documentation.

1 Life-of-Loan Indemnification

2

Mitigating Documentation

OR

Financial Remediation
• Type of adjustment allowed
• Subject to restrictions/tolerances

OR

Indemnification
• Term of agreement required
• Program variations, if applicable

Tier Remedies

Defect Taxonomy Version 2 (cont.)

‒ FHA will adjust the severity of an unacceptable finding that 
is determined to have been cited in error. 

‒ When FHA sustains a Tier 1 finding, life-of-loan 
indemnification is the only loan-level remedy in LRS.

• Alternatives to indemnification for Tier 2 findings are 
shown in each defect area as a waterfall based on 
degree of impact. 

‒ FHA may request a multi-part remedy when necessary to 
resolve a finding with compound issues.  
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Fraud or Misrepresentation

• Findings are identified with cause F and can fall into one of two severity tiers:
– Tier 1: the lender knew or should have known; or 
– Tier 4: the lender did not know and could not have known.

• FHA determines if the lender knew or should have known based on whether:
– An employee of the lender was involved; and/or 
– Red flags in the loan file should have been questioned by the underwriting lender.

• Regardless of the LRS severity tier or remedy provided by the lender, all findings of fraud or 
materially misrepresented information are referred to HUD’s Office of Inspector General (OIG).

• Life-of-loan indemnification is the only loan-level 
remedy available in LRS for Tier 1 findings.
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Loan-Level Remedies

Mitigating Documentation 

• Unacceptable findings in any defect area may be mitigated with the submission of a 
response and/or additional documentation that adequately addresses the source and cause 
of the finding.

─ Demonstrates compliance with HUD policy 

─ Supports loan approval as underwritten

─ Confirms eligibility for FHA insurance
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Loan-Level Remedies

Financial Remediation

• Some Tier 2 findings that meet certain criteria may be remedied with a monetary 
payment/change. 

• Must be supported with documentation of the corrective action, not just a statement that the 
action was completed.

Defect Taxonomy Version 2 (cont.)

• Refunds must be made to the party affected by the violation as specified by HUD policy.

• Principal reductions must be applied to the unpaid principal balance.
─ May be applied to a suspense account for delinquent/defaulted loans.
─ When a termination claim has already been paid, the required amount must be 

submitted to FHA via Claims Remittance.
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Loan-Level Remedies

Indemnification

• In the absence of any alternative remedy, or when such alternatives have been exhausted, 
unacceptable findings must be resolved by indemnifying HUD against the risk of financial 
losses through a 5-year or life-of-loan indemnification agreement, as specified.

• Indemnification agreements must be signed electronically in LRS by users with the 
“Indemnification Submission” role in FHA Connection.

Defect Taxonomy Version 2 (cont.)

• Indemnified loans are still insured and FHA requirements for servicing 
and payment of mortgage insurance premiums remain in force.

• The lender that signs an indemnification must adhere to its terms, but 
other eligible parties may still submit claims.
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Defect Taxonomy Version 2 (cont.)

Borrower Income (BI)
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Defect Taxonomy Version 2 (cont.)

Borrower Income (BI)
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Defect Taxonomy Version 2 (cont.)

Borrower Credit (BC)
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Defect Taxonomy Version 2 (cont.)

Borrower Credit (BC)
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Defect Taxonomy Version 2 (cont.)

Loan to Value and Maximum Mortgage Amount (LM)



17

Defect Taxonomy Version 2 (cont.)

Loan to Value and Maximum Mortgage Amount (LM)



18

Defect Taxonomy Version 2 (cont.)

Borrower Assets (BA)
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Defect Taxonomy Version 2 (cont.)

Borrower Assets (BA)



20

Defect Taxonomy Version 2 (cont.)

Property Eligibility (PE)
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Defect Taxonomy Version 2 (cont.)

Property Eligibility (PE)
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Defect Taxonomy Version 2 (cont.)

Property Appraisal (PA)
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Defect Taxonomy Version 2 (cont.)

Property Appraisal (PA)
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Defect Taxonomy Version 2 (cont.)

Borrower Eligibility (BE)
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Defect Taxonomy Version 2 (cont.)

Borrower Eligibility (BE)
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Defect Taxonomy Version 2 (cont.)

Mortgage Eligibility (ME)
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Defect Taxonomy Version 2 (cont.)

Mortgage Eligibility (ME)
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Defect Taxonomy Version 2 (cont.)

Lender Operations (LO)
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Defect Taxonomy Version 2 (cont.)

Lender Operations (LO)



Loan Review System Updates
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Loan Review System Updates

• Recent LRS changes allow lenders to submit optional responses/documents for:
– Tier 3 and Tier 4 deficient findings.
– Tier 1 and Tier 2 findings that FHA has mitigated or remediated.
– Findings of any severity/outcome on all completed reviews.

• Changes do not impact most current processes.
– Optional responses are preserved in LRS for later consideration only.
– Lenders will not receive response requests for cases without unacceptable findings.
– Optional responses will not be assigned to FHA staff for review.
– FHA reviewers do not have the ability to adjust or mitigate deficient findings in LRS.

Access the updated LRS Lender User Manual from the Loan Review System webpage on HUD.gov.
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Loan Review System Updates (cont.)

Optional Response Submission



Optional Response Submission

Loan Review System Updates (cont.)
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Resources
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• LRS Information Page on HUD.gov 
(https://www.hud.gov/program_offices/housing/sfh/lender/loan_review_system) 

• Lender User Manual

• Webinars

Loan Review System

Resources
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• Single Family Housing Policy Handbook Information 
https://portal.hud.gov/hudportal/HUD?src=/program_offices/housing/sfh/handbook_4000-1

• Upcoming Single Family Housing Events and Training 
https://www.hud.gov/program_offices/housing/sfh/events

• Subscribe to FHA INFO 
https://portal.hud.gov/hudportal/HUD?src=/program_offices/housing/sfh/FHA_INFO_subscribe

Helpful Links

Resources (cont.)
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2

3

Option Point of Contact Hours Available Comments

FHA Knowledge 
Base – FAQs

www.hud.gov/answers 24/7/365
Knowledge Base web page 
includes option to email 
questions.

Email answers@hud.gov 24/7/365

Telephone

1-800-CALL-FHA

(1-800-225-5342)
Persons with hearing or speech impairments 
may reach this number by calling the Federal 

Relay Service at 1-800-877-8339.

8:00 AM to 8:00 PM 
Eastern 

M-F

Voicemail is available after 
hours or during extended wait
periods.

FHA INFO emails: Frequent email notifications of new policies and training opportunities for anyone who signs up. Subscribe at: 
https://portal.hud.gov/hudportal/HUD?src=/program_offices/housing/sfh/FHA_INFO_subscribe

Resources (cont.)
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• When inquiring about a specific LRS review, lenders must provide FHA case number and review location.

― Review location is shown on the LRS Search screen, the Binder Request screen, or the Review Data tab.

FHA Resource Center

Resources (cont.)
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Q&A
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Option A:

Audio source is computer or smartphone 

• If viewing webinar through computer or smartphone, 

click Raise Hand icon. You will receive onscreen 

message to unmute yourself - click Unmute Myself

button. When prompted by moderator, provide your 

name, company affiliation, then ask your question.

• To ask a question, press *9 to be placed in queue. 
Webinar moderator will unmute your phone and 
you will hear an automated voice message stating 
You Are Unmuted. When prompted by moderator, 
provide your name, company affiliation, then ask 
your question. 

Check your audio to ensure it’s working correctly:

• Click Test Speaker & Microphone option or click Microphone icon if image is crossed out.
• Test/change audio settings on computer/smartphone/telephone by selecting Audio Settings on toolbar. 

Option B:

Audio source is standard telephone line

Access audio using one of the following options: 
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Q&A Protocol



Thank You!

For joining us today
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