The following audit guidance is excerpted from Attachment 1 of the US Department of Agriculture Rural Development Audit Program, “Audits of Recipients of RD Grants, Loans, and Loan Guarantees,” dated February 1999.  Although this publication is no longer in print, its MFH program-specific guidance to auditors continues to be sound.

Department of Agriculture

Rural Rental Housing (RRH) Loans 

and rental assistance payments (1)

10.415/10.427

(1)  Note: This compliance supplement can also be used to the extent applicable, for Farm Labor Housing Loans and Grants (CFDA No. 10.405) for which regulations are contained in Title 7 CFR Part 1944 Subpart D.

I. Program Objectives

The objective of the Rural Rental Housing Loan Program is to provide economically designed and constructed housing suited for independent or congregate living of senior citizens, handicapped persons, and other persons of low and moderate incomes, who live in rural areas.  

II. Program Procedures

Loans are provided to State and local public agencies, individuals, trusts, associations, partnerships, consumer cooperatives, and profit and nonprofit corporations upon approval of an application to construct or rehabilitate rural rental housing.  Loan funds can only be used for authorized purposes within the prescribed loan limits and use limitations.  Most borrowers are required to contribute a certain percentage of the development costs and initial operating capital.

After the RRH facilities become operational, borrowers have ongoing management and reporting responsibilities.  In this regard, borrowers are responsible for complying with applicable Agency regulations and conditions of their loan agreement which include, but are not limited to, the following:

1. Providing for proper and efficient management of the RRH project.

2. Renting only to eligible tenants.

3. Verifying and certifying tenant income and/or employment.

4. Entering into lease agreements with tenants.

5. Properly computing rental charges and obtaining Agency approval for any changes in basic or market rental rates.

6. Providing for proper maintenance of the RRH property to protect the Agency’s security interests.

7. Limiting returns on investments and any advances/paybacks of operating funds.

8. Properly accounting for RRH project operations and maintaining required accounts.

9. Providing accurate monthly and/or annual reports to the respective Agency.

10. Promptly computing and remitting loan payments to reflect interest credits, overages, and rental assistance.

III. Compliance Requirements and Suggested Audit Procedures

A. Types of Service Allowed or Unallowed

Compliance Requirement

Loan proceeds can be used only for the purchase of land and construction of new multi-unit housing, the purchase and rehabilitation of existing housing, the development and installation of related improvements and facilities, and the payment of related professional fees and charges reasonable and typical for the area.  (Title 7 CFR Parts 1944.212 and 1944.213)

Suggested Audit Procedure

· For years in which loan funds were expended, either outright or through interim financing, test expenditures to determine if they were budgeted and where made for only authorized loan purposes within the prescribed loan limits and limitations on the use of loan funds.  Note:  Testing should be expanded, as appropriate, for expenditures involving parties having an identity of interest with the borrower (related parties).

· Ascertain whether the RRH project is capitalized in the borrower’s financial records at the total development cost, including the portion financed by the Agency and contributed by the borrower, less depreciation.

B. Eligibility

Compliance Requirements

The Agency determines the eligibility of the borrower, which may be an individual, a private nonprofit corporation, profit corporation, consumer cooperative, association, State or local public agency, trust, partnership, or limited partnership.  (Title 7 CFR Part 1944.211)

Prior consent is required from the Agency for any changes in ownership involving members, stockholders, or general partners to determine continued eligibility.  Changes in limited partners must be reported to the respective Agency.  (Title 7 CFR Parts 1965.63 and 1965.65)

Suggested Audit Procedures

· Ascertain whether the borrower has written documentation supporting a request to, and prior approval from, the Agency for any changes in stockholders, general partners, or trustees.

· Ascertain whether there were any changes in limited partners, and if so, whether the borrower has written documentation supporting a notification to the Agency.  

C. Matching, Level of Effort, and/or Earmarking Requirements

Compliance Requirements

For individuals, profit corporations, associations, trusts, partnerships, and limited partnerships, the amount of the RRH loan or loans is limited to no more than 97 percent of the development cost or of the security value of the project, whichever is less.  The borrower’s contribution must be in the form of cash or land, or a combination of both.  All borrowers must provide funds from their own resources to pay any cost for completing construction after the maximum debt limit.  (Title 7 CFR Part 1944.213(a))

Any cash for land purchase or development that is to be furnished by the applicant, must be placed on deposit and disbursed prior to any disbursement of interim loan funds.  (Title 7 CFR Part 1944.235(c))

Individuals, profit corporations, associations, trusts, partnerships, and limited partnerships must contribute initial operating capital, in the form of cash or an irrevocable letter of credit, or a combination of both, of at least 2 percent of the total development cost for initial operating expenses, depositing the cash in the General Operating Account prior to the start of construction or loan closing, whichever is first, and using it for only authorized purposes.  (Title 7 CFR Part 1944.211(a))

The Agency may authorize the borrowers to make a one-time withdrawal from project funds of an amount not to exceed the initial operating capital contribution provided several conditions are met.  (Title 7 CFR Part 1930-C Exhibit B XIII B 1)

While discouraged, borrowers may be allowed, when justified, to advance funds to an RRH project for operation and maintenance expenses with prior Agency approval.  Payback of the advances may be permitted by the Agency provided the financial position of the project is not jeopardized, the Agency debt is current and reserve requirements are being maintained.  (Title 7 CFR Part 1930-C Exhibit B XII C)

Suggested Audit Procedures

· For years in which the project is being constructed, ascertain by reviewing the borrower’s financial records whether the borrower contributed the required percentage toward the project’s development cost, and whether any cash contribution was expended prior to loan funds.

· Ascertain whether any liabilities were improperly charged to, or paid from, project operations for contributions made by the borrower equal to, or in excess of, the required contributions for development costs.  

· For years in which the project is being constructed, ascertain through reviewing the borrower’s financial records whether the borrower contributed the required initial operating capital.

· Test whether the initial operating capital was used for only authorized purposes.  Ascertain whether any withdrawals of the borrower’s initial operating capital was authorized in writing by the Agency.

· Ascertain whether prior written approval was obtained from the Agency for any advances made by the borrower to the RRH project for operations or maintenance expenses, and if any mutually agreed paybacks were made only if the Agency debt was current and the reserve requirements were being maintained at required levels.

D. Reporting Requirements

Compliance Requirements

Borrowers are required to maintain accounts and records necessary:  to conduct their operations successfully, to meet Federal, State and local laws and regulations; and to meet the terms of their loan agreement.  Borrowers are required to account for all project income and expenses through the accounting system.  For most loans, the accounting system must include at least:  a general operating account; real estate tax and insurance escrow account; reserve account; and tenant security deposit account.  All project funds must be maintained separate and distinct from other projects or enterprises, and tenant security deposits must be maintained in a bank account separate from other project funds.  All funds in any account are to be used only for authorized purposes as described in the loan agreement and the Agency regulation.  (Title 7 CFR Part 1930.122 and Part 1930-C Exhibit B XIII)

Suggested Audit Procedures

· Ascertain whether the required bookkeeping accounts are maintained for the RRH project.

· Ascertain whether project funds are accounted for separately and distinct from any other project or enterprise, and are not commingled with those of another project.

· Test whether funds disbursed from the accounts where for actual, reasonable, and necessary expenditures incurred for authorized purposes, and if required monthly debt service payments and transfers to escrow and reserve accounts were made.  Disbursements made for purposes not related to the RRH project, including loans to other projects or enterprises, and partnership or corporate legal, tax preparation and accounting fees, are not authorized or allowable.  Note:  Testing should be expanded, as appropriated, for expenditures involving parties having an identity of interest with the borrower (related parties).
· Ascertain whether the reserve account is current by comparing the actual amount in reserve to the amount that should have accumulated since the date the project began operation (see loan agreement), less any authorized withdrawals approved by the Agency.  Obtain a confirmation of the reserve account balance from the applicable financial institution, also checking for any encumbrances against the reserves.

· Ascertain whether a separate bank account is maintained for tenant security deposit and if sufficient funds are in the account to cover security deposits collected from current tenants.  Obtain a confirmation of the tenant security deposit account balance from the applicable financial institution, also checking for any encumbrances against the funds.  Test withdrawals to ensure they represent either refunds to tenants or transfers to the general operating account for lease violations.

· Ascertain from a review of the borrower’s financial records whether any returns on investment for limited profit borrowers were limited to that which is authorized by the loan agreement, and were made only under the following conditions:  (1) the payment is made once at the end of the year; (2) the payment is included in the borrower’s annual budget; (3) the RRH project produced adequate income to cover all actual expenditures; (4) the balance in the reserve account was current less any authorized withdrawals; and (5) the payment does not result in a year-end deficit.

· If any surplus funds existed after payment of general operating expenses, debt serve requirements, reserve account installments, and returns on investment, ascertain whether the borrower obtained written approval from the Agency for the disposition of such funds.

· Ascertain whether the borrower has timely prepared and submitted:  Forms RD 1930-6, if required; Form RD 1930-7; and Form RD 1930-8.  Test the effectiveness of the borrower’s financial management and accounting system for preparing accurate reports.  Test the accuracy of the figures and information on the reports, based on the borrower’s records.

· Ascertain whether the borrower timely prepared and submitted audited financial statements for the previous year if required.  

E. Special Tests and Provisions

Compliance Requirement – Rental Rates

Prior written consents of the Agency is required before any change in basic and/or market rental rates are made for the RRH project.  Specific procedures are required to request and implement a rent change.  (Title 7 CFR Part 1930-C Exhibit B XI and Exhibit C)

Suggested Audit Procedures

· Ascertain whether the market and basic rental rates being charged tenants, and/or any changes in the rates, have been approved by the Agency.

· Ascertain whether the borrower followed required procedures for requesting and implementing any rent changes.

Compliance Requirement – Interest Subsidies

Most borrowers receive interest credits and/or rental assistance from the Agency to be able to provide affordable rental housing to eligible tenants.  Such borrowers enter into an “Interest Credit and Rental Assistance Agreement,” Form RD 1944-7, with the Agency.  Borrowers are required to make monthly loan payments to the Agency which are based on a 3 percent interest rate for Plan I borrowers, or a 1 percent interest rate for Plan II borrowers.  The payments are adjusted for surcharges and overages collected from tenants and rental assistance (for Plan II only) provided to tenants.  Overages and rental assistance are computed based on each tenant’s adjusted monthly income as computed on Form RD 1944-8, “Tenant Certification.”  Borrowers are required to submit Form RD 1944-29, “Project Worksheet for Interest Credit and Rental Assistance,” in support of their monthly loan payments.  (Title 7 CFR Part 1944.215(g), Part 1944-E Exhibit B, and Part 1930-C Exhibit B XIII C 1 b)

Suggested Audit Procedures

· For sample months, test the accuracy of the information/figures reported in Part I of Form RD 1944-29 based on the borrower’s promissory note, loan agreement, interest credit and rental assistance agreement, and Part II of the project worksheet.  Also, test the accuracy of the computations in Part II.

· For selected tenants reported in Part II of the project worksheet, test the accuracy of the reported information and figures to supporting leases, tenant certifications, and accounting records.  

Compliance Requirement – Tenant Certifications and Income Verifications

Borrowers are required to verify the incomes reported by tenants selected for occupancy before the tenant is determined eligible, and to provide a current Form RD 1944-8, “Tenant Certification,” to the Agency before a tenant household can be considered an eligible tenant.  Income verifications must be obtained directly from the employer or income source in writing.  Tenant certifications must be submitted to the Agency before the day the tenant occupies the unit.  Each tenant must be recertified within 12 months of the previous certification and when the tenant reports a change in income or household status.  (Title 7 CFR Part 1930-C Exhibit B Part VII)

Suggested Audit Procedures

· For tenants selected under the audit procedures for interest subsidies listed above, review the borrower’s records to ensure there is a current tenant certification on file and the tenant’s income was independently verified.

· Test the accuracy of the information and figures reported on the tenant certifications by reconciling the information and figures with the most current leases, independent income (earned unearned, public assistance, etc.) verifications, and other information obtained by the borrower.  Also test the reasonableness of the reported adjustments to income.

· Compare the tenant certification for the selected tenants to the previous tenant certification, if applicable, for consistence in the types and amounts of income reported.  

Compliance Requirement – Management Plan and Agreement

Management plans are required for most RRH projects.  The management plan describes the policies and procedures in managing the project.  The management agreement is the primary document by which the management agent is guided, evaluated, and compensated.  Both the management plan and agreement must be approved by the Agency.  Revised agreements must be submitted upon a change of agent or ownership, or when a revision  is necessary or required.  (Title 7 CFR Part 1930-C Exhibit B V and Exhibits B-1, 2, and 3)

Suggested Audit Procedures

· Ascertain whether the borrower has a management plan, and a management agreement, if required, which have been approved by the Agency.

· Test whether the management services provided, compensation paid, and other management-related expenses incurred were in accordance with the management plan and agreement.  

· Be aware of the possibility that contracts, materials, supplies, utilities, and services were not obtained by the management agent on the most advantageous terms.  Test whether bids were solicited for items that could be obtained from more than one source.

Note:  Testing should be expanded, as appropriate, for expenditures involving parties have an identity of interest with the borrower (related parties).

Compliance Requirement – Security Servicing

Borrowers are required to maintain fidelity bonds for borrower officials, employees, and management firms.  Borrowers are also required to maintain minimum amounts of insurance.  In addition, borrowers are required to pay their taxes on time and provide the Agency proof of payment.  (Title 7 CFR Part 1930-C Exhibit B XV)

Suggested Audit Procedures

Ascertain whether the borrower is:  (1) maintaining the required fidelity bond coverage; (2) maintaining adequate property, worker’s compensation, liability, and flood (where applicable) insurance; and (3) timely paying real estate and other applicable personal property taxes.

