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“REPORT BY THE 

Comptroller General 
. OF THE UNITED STATES 
. 

The Federal Housing Administration 
Needs Clearer Criteria For 
Underwriting Single-Family 
Mortgage Insurance 

In three Brooklyn neighborhoods, the Federai 
Housing Administration rejected applications 
for mortgage insurance during the initial 
screening process because the locations of 
the properties were considered unacceptable. 
The rejections were based on outdated sur- 
veys, and without making, required individual 
inspections. The Federal Housing Administra- 
tion also inconsistently applied its under- 
writing criteria in rejecting applications after 
the initial screening process. GAO believes 
that, as a result, some applications for mort- 
gage insurance were rejected which should 
have received additional consideration. GAO 
is recommending that the Secretary of 
Housing and Urban Development direct the 
Federal Housing Administration to clarify 
exisiting underwriting criteria governing loca- 
tion and property analysis. 
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The Honorable Frederick W. Richmond 
House of Representatives 

Dear Mr. Richmond: 

In accordance with your May 13, 1977, request and sub- 
sequent discussions with your office, we have reviewed the 
single-family home underwriting practices of the Federal 
Housing Administration (FHA) Department of Housie and Orban 
Development in the New York area off ice. Specifically, in - 
three Brooklyn neighborhoods, the boundaries of which were 
designated by your office, we 

--determined the volume of approvals and disapprovals 
for single-family mortgage insurance from May 1, 
1976, through April 30, 1977, and 

--identified the FHA underwriting criteria and deter- 
mined whether FHA personnel had followed them in 
approving and disapproving mortgage insurance. 

In a December 16, 1977, briefing, we provided your 
office our review results. We noted that during our review 
in the designated neighborhoods, FHA personnel 

--rejected applications in the initial screening process 
because of location, based on outdated surveys and 
without making required individual inspections, 

--inconsistently applied the underwriting criteria, ;,?d 

--did not follow existing criteria, in SC;& cases. 

We also advised your office that while we could not 
determine whether rejections would have been. ultimately 
approved had groper _orocedures been followed, ezch case 
would have received further consideration. We are making 
recommendations to the Secretary of Housing and Urban Ee- 
velopment which, if implemented, should improve FHA under- 
writing practices. (See p. 12.) As you requested, we did 
not obtain written agency comments on the results of our 
review. We did discuss our findings with Department offi- 
cials, however, and have included their comments in our 
report. (See p. 11.) 
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Details on the results of our review are presented 
below. 

DEMOGRAPHIC ANALXSXS OF THE 
DESIGNATED NEIGHBORBOODS - 

By using 1970 census tract data and information provided 
by your office, n developed a demographic sketti of the 
South Williamsburg, Bedford-Stuyvesant, and Crown Heights 
neighborhoods which you designated for review. The map in 
appendix I shows these neighborhoods' boundara- 

The designati areas are populated predmtly by 
ethnic minority groups. The total population of about 

- 300,000 is composed of about 75 percent blacks, 11 percent 
Puerto Ricans, and 13 percent whites. Approximately 1 per- 
cent of the residents are of other ethnic backgrounds. (See 
app. II.) 

About 17,008, or 23 percent, of the approximately 73,000 
families in the Wee designated neighborhoods are below the 
poverty level. About 8,400, or 11 percent, of the families 
with incomes below the poverty level receive public assist- 
ance. (See app. III.) 

The total housing stock consists of about 100,000 struc- 
tures of which 39,000 are for single-family structures. The 
remainder are multifamily structures--five or nore living 
units. (See app. IV.) 

SCOPE OF REVIEW 

Our review was performed at the Department's New York 
area office, and in the three designated Brooklyn neighbor- 
hoods. We interviewed FRA headquarters and area office 
officials responsible for processing mortgage insurance 
applications, analyzed FHA underwriting criteria, and re- 
viewed available approved and disapproved case files for 
the three neighborhoods from Xay 1, 1976, through April 30, 
1977. We concentrated primarily on how FBA personnel ap- 
plied the underwriting criteria in processing Eortgage in- 
surance applications. 

FHA UNDERWRITING CRITERIA 

The National Housing Act (12 U.S.C. 1701 et sea.1 provides r 
no detailed basis for FEA underwriting Criteria. *-- xztion 203(c) 

2 



B-114860 

of the act provides that “no mortgage shall be accepted for 
insurance under this section unless the Secretary finds that 
the project with respect to which the mortgage is executed 
is economically sound .a What constitutes economic soundness 
has been left to PBA interpretive discretion. The- only source 
cited for the detailed criteria contained in the various FHA 
underwriting and valuation handbooks is *prudent business 
practice.” 

When mortgage insurance applications are received for 
properties in older, declinirrg urban areas where greater risks 
can be anticipated, section 223(e) of the act provides for 
mortgage insurance where FHA determines the area involved is 
reasonably viable and the property is an acceptable risk. 

_ 

- Under this section mortgages can be imured for the repair, 
rehabilitation, construction, or purchase of property in 
older, declining urban areas if the property is “physically” 
rather than “economically” sound. 

F!iA risk categories . 

FEA uses a checklist system of risk categories to 
evaluate mortgage insurance applications. These risk cate- 
gories include mortgage credit and real estate elements. 
Application rejection is mandatory if one or more of the 
features are unacceptable. If all features are at least 
minimally acceptable, however, the application must be rated 
acceptable in the category. Unacceptability in one or more 
categories requires rejection of the application unless 
the deficiency can feasibly be corrected. 

FHA has developed guidelines and procedures to attain 
consistent underwriting decisions as to when risk features 
are acceptable. These decisions, however, are still largely 
a matter of judgment. In addition the relative importance 
of each category feature depends on the facts of individual 
mortgage transactions, although credit characteristics of 
the mortgagor (purchaser) and the relative property market- 
ability will always be important. . 

Mortgage credit risk elements 

Mortgage credit analysis establishes the probability 
that mortgagors will be able and willing to protect their 
mortgaged property ownership. 
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FBA relies on readily available credit information. 
Because of its desire to process applications quickly, FHA 
does not generally conduct personal interviews and intensive 
investigations. Reliance is alaced on reports frqn credit 
agencies with which FHA contracts annually. Reports from 
noncontract sources are accepted, but processing is slower - 
because information needs to be checked fur reliability. 
Mortgagees [lending institutions) are responsible for seeing 
that a mortgagor credit report is submitted to FHA with the 
application for mortgage insurance. 

The mortgage credit risk category consists of the follow- 
ing six features. 

-Mortgagor credit characteristics. 

--Motivating interest in property ownership. 

--Importance of monetary interest to the mortgagor. 

--Adequacy of available assets for the transaction. 

-Adequacy of effective income for total obligations. 

--Stability of effective income. 

Rejection on any one of these features requires applica- _ 
tion rejection. If ‘all features are rated acceptable, the 
application must be rated acceptable in the mortgage credit 
category. _ . 

Real estate risk ,elements 

When FHA analyzes a property and its location, there are 
three basic considerations: 

1. Does the property comply with E’HA minimum property 
standards? . 

2. Are the property and location at least mi::imslly ac- 
ceptable based on an analysis of selected risk fea- 
tures under the property and location categories? 

3. If the property is minimally- acceptable, how are 
the value and remaining economic life [physical 
life in the case of Section 223(e) ] of the 
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property affected by a consideration of the risk 
attributable to the features under the property 
and location ca tego r ies? 

The principal responsibilit f for performing b&h loca- 
tion and property analyses belongs to the appraiser. Ap- 
praisers are either FHA staff appraisers or private “fee 
appraisers.” The location analysis is performed first. ThF 
application may be rejected for location considerations be- 
fore an analysis of property soundness is conducted. 

Location analysis-Analysis of a location is made by ap- 
praisers to determine acceptability. For those locations 
which are minimally acceptable, characteristics affecting 
the property’s value and economic life are identified. 

The rejection of a location is warranted in instances 
in which the property being appraised is subject to hazards, 
noxious odors, offensive sights, or excessive noises to the 
point of endangering its marketability and physical condi- 
tion or the health and safety of its occupants. The sever i ty 
of these instances is determined subjectively by the ap- 
prarsers. 

The estimate of value and remaining economic life may 
reflect the full range of specific location-telated risk 
factors arid more general factors. These include the pro- 
bability of income-related change which will t&ad to change 
desirability for residential purposes or local market re- 
actions to immediate or long-range conditions. 

Property analysis-Six risk features of property analysis 
are - 

--visual appeal , 

-livability, 

--structural quality, 

-resistance to elements and use, 

--suitability of mechanical eguipment, and 

--conformity of property to neighborhood. 
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The purpose of property analysis is to determine the ef- 
fects of these factors on the present and continuing markcrt- 
ability of the property and the ccmfort, convenience, health, 
an8 safety of its occripants. The assessment of tlfis impact 
is also a subjective appraiser decision. 

PROCESSING OF APPLICATIOIS 

Applications must pass through three phases before PEA 
can insure the mortgage. The application is examined for. 
(1) its corlpleteness and location acceptability, (2) specific 
property wndition ad value, and (3) credit acceptability - 
,of the potential mortgagor. 

Before it is accepted and assigned a case number, the 
application is exalnined for completeness and location ac- 
ceptability. Once the location is found acceptable, a case 
number and appraise2 are assigned to continm the applica- 
tion procasting. The appraiser reviews the specific prop- 
erty mainly for condition and value. The mortgage credit 
section analyzes the credit aspects of the case for accept- 
ability within ‘;he National Bousing Act statutory limitations. 

ACTIVITY IN DESIGNATED NEIGHBOREOODS 

Based on our review of available records at the FDA 
New York area office, we identified 145 applications from 
the three designated neighborhoods on which deteminatfons 
were made for the period Elay 1, 1976, through April 30, 1977. 
As shown in th& following table, 48 applications were ap- 
proved and 97 were rejected. The 97 rejections include 
34 rejections before application acceptance and 63 rejec- 
tions after property appraisal. 

A -- 
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Activity 

Approvals 

Case Totals 
In Designated Neighborhoods 

May 1, 1976, through April 30, i977 

south Bedford- Criwn 
Williamsburq Stwvesant Weight8 Total 

0 19 29 43 

Rejections: 
Pm;=1 ica- 

acceptance 1 24 9 34 - 
Port appl fca- 

tion 
acceptance 0 3r 22 22 

Total 

rejections 1 55 41 91 - - - - 

Total case? 1 74 2 x 
- - - - 

The bases for the rejections are discussed below. 

EVALUATION OF PBA UNDERWRITING PRACTICES 

-Dur fng bur review, PEA ‘rejected 15 ptopeity loan applica- 
tions in its initial screening baned on outdated location 
surveys without making the required individual inspections. 
Further, in 16 cases of rejection, after initial screening, 
the underwriting critc;;: ta were not applied consistently. 
In sozne casesdeterminarfons were made without conforming to 
existing criteria. We could not determine whether these 
applications would have ultimately been approved had proper 
procedures been followed. Each application would have re- 
ceived further consideration, however. . 

Application rejection durinq 
the initial screening 

Before PEA accepts mortgage insurance applications 
for processing, various conditions can cause rejection. 
These rejection conditions may include (1) location survey 
results which have identified uninsurable locations, (2) 
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incomplete applications, and ( 3 1 inadequate related 
documentation. 

A8 ~reoiously mentioned, 34 applications uoce rejected 
before acceptance for processing. Inadeuuate documentation 
and incomplete application form accounted foe 19 of these 
rejections. Fifteen additional applications wtce cejwted 
because the property location8 were considered unacceptable 
based on surveys made primarily in 1972. We vece informed 
by underwriting personnel that a rate of 10 petccnt or uteatec 
of abandoned or burned out buildings was used as a rule of 
t!mnb in determining areas where a aoctqaqe would not be 
insurable. 

According t3 PEA underwriting criteria, pcogscties 
will not be rejectad unless specific, adverse influences 
ssriously affect livability, marketabilft~, or occupant 
health and safety. PHA criteria also calls for inrgsction 
of the property on a case by case basis to determine if pro- 
perty and location eligibility criteria ace art, 

PHA personnel did not follow prescribed undurwrftfna 
ccitscia in rejecting these 15 applications bQCaU8Q they 
did not inspect the specific properties in question. Our 
tour of the designated neighborhoods, using the ?HA 10 qer- 
cent rule of thumb, indicated that if PHA personnel had 
inspected the 15 properties before mskinu their detet- 
minations, five applications would have been accented foe 
pfoces8in;. . 

In July 1977, approximately the same time that we no- 
tified the PRA New York area office of our imptrldfnq review, 
the area office beoan routine location inspections for each 
application, involving property located in previously de- 
termined problem areas. 

Inconsistent aE lication of 
unaatwrftiEr terr- P- -- -- 

Our review of 94 of 111 approved and rejected PHA apoli- 
cations , revealed various inconsistencies in apDlying FHA 
underwriting criteria. We attributed these inconsistencies 
to the fact that the criteria otovida wide latitude for 
the acceptance or rejection of single-family mottaage 
insurance applications. (Files for the remaining 17 aoolf- 
cations were not available.) Based on our comqatison of 
57 rejected and 37 approved apolfcations, we believe 15 
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applications should not have been rejected without additional 
consideration. Some examples of these inconsistencies follow. 

Property repairs 

-According to the-underwriting criteria, existing dwellings 
being considered for mortgage insurance must comply with the 
general requirements of FHA minimum property standards. Where 
properties are not in compliance with~the applicable standards, 
and corrections are feasible, corrections may be stipulated 
in the underwriter's report for valuation purposes. If com- 
pliance can be effected only by major repairs or alterations, 
the property must be rejected and the reasons must be er- 
plained in the report. EWL criteria stipulate that "repairs - 
will be limited bo those necessary to preserve the property - 
and to Drotect the health and safety of the occupants.m 

Of the 16 questionable rejected applications, 5 were 
rejected because of needed 'deferred maintenance., As noted 
above, the only specificity in FBA criteria relates to the 
ac3ievement of FHA minimum property standards. There are no 
definitions of deferred maintenance or any criteria specify- 
ing what constitutes a major repair or alteration which 
would require rejection or permit acceptance. For example: 

--The five cases in question showed deferred maintenance 
as being n severeS in one case, "extreme," *excessive," 
and "general ,“ in three cases, respectively, and in- 
cluded only a statement of the various conditions of 
deferred maintenance in the last case. 

--Two of the cases showed the costs of required repairs - 
at about 2 percent of the appraised value, uhile the 
remaining 3 cases had no such statement. 

kiiile underwriting personnel rejected these five cases 
because they judged the required repairs or alterations to 
be of major proportions, we noted other cases with costlier 
required repairs that were approved. For example: 

4ne case was approved even though the cost of re- 
quired repairs was 7 percent of the appraised value. 
These repairs included scraping and painting the 
exterior, installing a new roof and electrical 
wiring, repairing damaged ceilings, and restoring 
and replacing windous and frames. 

9 
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-Another case with required repairs totaling 5.8 per- 
cent of the appraised value was approved even though 
we fouqd no evidence that the repairs were ever made. 
These repairs included *%a installation of a 300foot 
main support girder and the removal of dirt-from the 
teller foundation wall where excavation had been done. 

Livability . 

The underwrit& criteria concerning livdility involve 
comfort, convenience, and safety as related to good design 
and efficient site and interior space utilization. Three of 
the 16 applications were rejected because the underwriting - 
personnel judged the property livability to be below standard . 
and the needed corrections to be m3jor. We question these 
determinations. For example: 

--"Livability" was tie stated reason for rejection be- 
cause the first and third floor bathrooms of the 
residence contained only two pieces of equipment. _ 
The cost of required repair was shown to be $1,200 
which was only about 3-S percent of the $34,000 ap- 
praised value. We believe that this repair could have 
been made a condition fo: mortgage insurance. 

-In the two remaining cases, rejections because of 
"livability' were based on bathroom and kitchen fa- 
cilities beiw located in public halls. No cost of 
required repairs was shown on the appraisal form. 

' Although FEIA rejected the above applications based on the 
livability standard, we noted an approved application which 
included a condition requiring elimination of access to a 
bathroom from a public hall, a condition very similar to those 
in the rejected applications above. 

Other questionable applications 

Of the remaining eight applications, five involved com- 
bined reasons for rejection, including major deficiencies, 
poor visual appeal, "and inadequate livability. There was 
insufficient documentation, however, to support the various 
reasons for rejection. One other application was rejected 
because the structural quality of tbe building was guestioned, 
but there Mas no indication of the cost of required repairs. 

The final two applications were rejected because of 
property location. There was no indication that either CL 
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these applications was reconsidered under section 223(e), as 
provided for by the underwriting criteria. Failure to re- 
consider applications appears to have been an oversight, 
however, because we noted that the section 223(e) was im- 
plemented in other cases. 

. s 
Nonconformance with existing criteria e-e-- 

Before final rejection because of location, PEA's under- 
writing criteria require that PHA personnel conthct local 
authorities, to request correction of environmental fac- 
tors causing the rejection. We found no evidence that this 
step had been taken by New York area office personnel. 

We also noted seven applications in which desk reviews 
of appraisals were not performed. This review is a required 
procedure for the home mortgage valuation section. 

The Department of Housing and Grban Development New 
York area office did not follow prescribed underwriting - 
criteria when, without inspecting related properties, it 
rejected certain loan applications in the initial screening, 
based on location. Corrective action was taken on this matter 
in July 1977. 

Inccnsistencies in the interpretation and application 
of unde-writinq criteria by the Department's New York area 
office appear to be th\- = result of insufficient guidance from 
Department headquarters in Washington. 

AGENCY CCMMENTS 

Area and regional officials of the Department told us 
that, since July 1977, corrective action had been taken on 
inspecting specific properties prior to making locational 
determinations. They agreed that our examples showed in- 
consistencies and nonconformance with FBA underwriting crit- 
eria and said that corrective action would be-taken on these 
Doints. The officials also said that in certain cases, how- 
ever, determinations could be considered appropriate because 
of the wide latitude allowed in interpreting FEA criteria. 
Area officials said that the mortgagee has the riqht to 
challenge any rejection within 60 days followinq the 
determination. 

11 
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An FHA headquarters official told us that he was aware 
of the inconsistent application of underwriting criteria 
throughout the regional offices and that regional managznent 
of the program could be improved. 

- - 
RECOMMENDATIONS TO THE SECRETARY OF 
HOUSING AI?D URBAN DEVELOPWENT 

To assure consistency in underwriting practices nation- 
wide, we recommend that the Secretary of Housing and Orban 
Develooment direct E'HA to clarify existing underwriting 
criteria governirrg location and property analysis. Specifi- 
cally, we recommend that PHA be directed to define deferred _ 
maintenance, major repairs, and livabilitp conditions used 
to approve or reject insurance applications, and better de- 
fine when the correction of these elements can be made d 
condition fcr mortgage insurance application approvals. 

To obviate the conditions noted in the New York area 
office regarding the rejection of applications based on 
location, during initial screening, we also recommend that 
the Secretary emphasize to the area offices that such rejec- 
tions for location should be made only after actual property 
inspections and not bas.33 on general location surveys. 

-. 

---we 

As arranged with your office, we are sending copies 
of this report to the Secretary, Department of Housing and 
Urban Development; the Chairmen, Senate Committee on Govern- 
mental Affairs: House Committee on Government Operations; 
and House and Senate Committees on Appropriations; and other 
interested congressional committees. Copies will also be 
available to other interested parties who request them.: 

Comptroller General 
of the United States 
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APPENDIX II APPENDIX II 

RACIAL COMPOSITION OF NEIGHBOREOODS 

SOUth 
Williamsburp 

White 6,180 
Black 1,348 
Puerto Rican 9,805 
Other 205 

Total 17,538 

Bedford- 
Stuyvesant 

Crown 
Heights 

8,385 25,695 
139,393 84,185 

17,156 6,889 
670 1,645 

165,604 118,414 

Percent T_otal 

40,260 13 
224,926 

33,850 I: 
2,520 I 1 

301,556 $o& 

r  

, 
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APPENDIX III APPENDIX III 

Families 
in area 

Families 
below pov- 
erty level 

Families be- 

INCOME LEVEL OF NEIGHBORHOODS 

South 
Williamsburg 

4,112 

1,275 

low poverty 
level on * 
public as- 
sistance 616 

Bedford- Crown 
Stuyvesant Heights Total Percent 

m 
38,997 29,882 72,991 100 

10,199 5,525 16,999 2'3 

5,214 2,534 8,364 11 

. . * 
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APPENDIX IV APPENDIX IV 

HOUSING STOCK IN NEIGHBORHOODS 

south Bedford- Crown 
Williamsburg Stuyvesant Heights Total Percent 

Single- 
family 1,279 25,995 11,742 39,016 39 

Multifamily 4,054 26,593 30,679 61,326 61 

Total 5,333 1_2,588_ 42,421 100,342 100 - 

. . . 

. 

(38500) 
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DOCDLIBBT BESUBB . 

05498 - [ BO865761J (Bestricted) 

[Application of Prodsions of Annual aad Sick Leawe act to 
Coamissiooers of Copyright Royal- Tribunal]. B-191S(t4. larch 
21, 1978. 2 pp. 

Letter to Thoaas C. Breaaaa, Chain&n, Copjlrlght Royalty 
Tribunal: by Paul 6. Dembliog, General Counsel. 

Contact: Office of the General Comsel: Civilian Personn31. 
Authority: Amma& and s.ck Learn Act of 1951, as asended r5 

B.S.C. 63). (P.L. U-553; 90 Stat. 2541) . 
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UNITED STAT s GENERAL ACXOUNTING OFFICE 9 

WXSHINGTON. D.C. 20548 ? 

In reply refer to 
B-191044 (BXIP) 

Thmas C. Brennan, Chairman 
Copyright Royalty Tribunal 
llll 20th Street, N-8. 
Washington, D.C. 20036 

DearFIr. Brerman: 

Further reference is made to your letter of December 28, 
1977, in which you seek clarification as to the legislative 
intent of Public Law 94-553, October 21, 1976, 93 Stat. 2541, 
a lav for the general revision of the copyright law, which, 
auoug other things, established the Copyright Boydlty Tribunal 
((XT) as an independent agency in the lsgislative braxh of the 
Federal Government. In this regard, you ask whether the pro- 
visions of the Annual and Sick Leave Act of 1951, as amended, 
and as presently codified in chapter 63, title 5, United States 
Code, are applicable to the Conmissioners ot the CXT. 

By letter-dated January 27, 1978, you forwarded a copy of . 
a letter dated January 10, 1978, addressed to you from the 
Houorable Robert ?J. Kasteumeier, Chairman, Subcomni ttee on Courts, 
Civil Liberties and the Administration of Justice, House of 
aepresentatives, United States Congress. Mr. hstenueier states, 
in essence, that as Chairman of the House Subcmmittee which 

- drafted the revised structure of the CRT and as Chairman of the 
House conferees, it was his intent that the Commissioners should 
be equal in all matters, including compensatia, and personnel 
beuefits. ge feels that a holding that the Leave Act applies 
to the Commissioners would be iucousistent uith the intent of 
section 802 of Public Law 94-553 since it would result in the 
leave time of the Commissioners varying on the basis of prior 
aeditable Federal service, if any. EIe further points out that 
if the Leave Act applies to the Commissioners, employees of the 
CBT could receive nore leave tiue than the Cocmissioners, a 
situation that presently exists vithin the Tribunal. Yr. Kastenueier 
mcludes by stating that he did not intend such a result, nor in 

,j .-. ,t’r .q 
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his opinion is that result required by a reasonable construction 
of the relevant language of chapter 8 of Public Law 94-553. 

While we are cognizant of the salient points made and the 
conclusion reached by Mr. P'astenmel'er, our preliminary research 
leads us izo believe that the Commissioners of the CRT are included 
within the provisions of the Annual and Si:k Leave Act of 1951, as 
amended. This is based on our review of the legislative histories 
of the Annual and Sick Leave Act of 1951, :as amended, and Public 
Law 94-553; the pertinent court decisions; decisions of the Comptroller 
General of the United States; regulations issued by the United States 
Civil Service Commission; and informal contact with officials of the 
Commission. If the Commissioners are to be excepted from coverage 
under the Leave Act, we believe that legislative action would be 
necessary. 

We would be happy to discuss this subject with you or, if you 
prefer, issue a fomal opinion in the matter. 

Sincerely yours, 

-2- 
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