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GARZA GONZALEZ & ASSOCIATES
CERTIFIED PUBLIC ACCOUNTANTS

Finance Commission Members and

Audit Committee Members
Department of Savings and Mortgage Lending
Austin, Texas

We performed procedures to assess the effectiveness and efficiency of the Department of Savings and Mortgage
Lending’s (SML) internal control structure over the Thrift Supervision and Compliance Area (the Area) and its
compliance with the applicable chapters of the Texas Finance Code, relevant rules of the Texas Administrative
Code, the Federal Deposit Insurance (FDI) Act, and the Area’s established policies and procedures, for the seven
months ended April 30, 2026.

Our audit procedures determined that SML’s internal control over the Area was generally adequate, with no
instances of noncompliance identified. However, we noted certain matters, detailed in this report, that present
opportunities to strengthen internal controls and enhance compliance with SML’s policies and procedures. Based
on their degree of risk or effect in relation to the audit objectives, these matters were rated as Priority, High,
Medium, or Low, as described in the “Summary and Related Rating of Observations/Findings and
Recommendations” section of this report.

We also conducted follow-up procedures on findings and recommendations from prior year internal audit reports
that were not fully implemented. This report reflects the results and implementation status of our follow-up
procedures, and includes all information required for compliance with State of Texas Internal Audit Annual
Report requirements.

This report was prepared by Garza Gonzalez & Associates, LLC, an independent Certified Public Accounting
firm, following Generally Accepted Government Auditing Standards, International Standards for the
Professional Practice of Internal Auditing, and the Institute of Internal Auditors’ Code of Ethics contained in the
Professional Practices Framework.

We have discussed the audit observation and recommendation for the Area, as well as the follow-up results with
various SML personnel. We are available to provide additional information if needed.

June 12,2026

40 NE Loop 410, Ste. 305

\. (210) 227-1389 i
San Antonio, TX 78216

@ www.gga-cpa.biz
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INTRODUCTION

The Department of Savings and Mortgage Lending (SML) is a Texas state agency whose mission is “to
supervise and regulate the residential mortgage lending and state savings industries in order to protect Texans,
provide a healthy residential mortgage lending environment, and maintain safe and sound savings banks and
savings associations for the purpose of increasing the economic prosperity of the state.” SML operates under the
oversight of the Finance Commission of Texas pursuant to the authority of various provisions of the Texas
Finance Code; and, the Texas Administrative Code.

SML’s primary goals are as follows:

I.  Thrift Industry Regulation: Supervise, regulate, and enforce the organization, operation, and the
liquidation of state savings banks and state savings associations.

II. Mortgage Industry Regulation: Protect Texas consumers through fair and effective regulation of the
residential mortgage industry.

3. Consumer Responsiveness: Provide consumer assistance by ensuring compliance with statutes and
regulations; and, being responsive to inquiries, requests, and complaints from consumers, industry,
public officials, and other state and federal governmental entities.

SML was granted Self-Directed, Semi-Independent (SDSI) status during the 81st Legislative Session. As an
SDSI agency, SML does not require legislative budget approval; instead, the Finance Commission determines
its spending authority or limits. SML’s entire operating funds are generated from fees assessed to regulated
entities, with no reliance on legislative appropriations.

2026 Internal Audit Plan

The following internal audit functions were performed in accordance with SML’s 2026 Internal Audit Plan,
dated November 17, 2025, and approved by the Audit Committee and the Finance Commission on December
12, 2025:

Risk Assessment & Preparation of the 2026 Internal Audit Plan
Thrift Supervision & Compliance Audit

Follow-up of Prior Years Internal Audit

Preparation of the 2026 Internal Audit Annual Report

Other Tasks

This report contains the results of the Thrift Supervision and Compliance Audit, reflects the results of the
follow up procedures performed this year on the findings from the prior internal audits, and complies with the
State of Texas Internal Audit Annual Reports.
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II.

II1.

Iv.

Compliance with Posting Requirements

To comply with the provisions of Texas Government Code, 2102.015 and the State Auditor’s Office
guidelines, within 30 days after approval by the Finance Commission, SML posted or will post the
following information on its website:

e An approved fiscal year 2027 audit plan, as provided by Texas Government Code, Section
2102.008.

e A fiscal year 2026 internal audit annual report, as required by Texas Government Code,
Section 2102.009.

The internal audit annual report includes any weaknesses, deficiencies, wrongdoings, or other concerns
raised by internal audits and other functions performed by the internal auditor, as well as a summary of the
actions taken by SML to address such concerns.

Consulting and Nonaudit Services Completed

The internal auditor did not perform any consulting services, as defined in the Institute of Internal
Auditors’ International Standards for the Professional Practice of Internal Auditing or any non-audit
services, as defined in the Government Auditing Standards.

External Quality Assurance Review

The internal auditor’s most recent peer review report, is dated January 20, 2025, indicates that its system
of quality control has been suitably designed and complied with to provide with reasonable assurance of
performing and reporting in conformity with applicable professional standards in all material respects.

Internal Audit Plan for Fiscal Year 2026

The approved Internal Audit Plan (Plan) included one audit to be performed during the 2026 fiscal year.
The Plan also included a follow-up of the prior year audit recommendations, other tasks as may be
assigned by the Finance Commission, and preparation of the Annual Internal Audit Report for fiscal year
2026.
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Risk Assessment
Using information obtained from the completed questionnaires and the background information reviewed, 13
audit areas were identified as the potential audit topics. A risk analysis using 8 risk factors was completed for

each individual audit topic, and then compiled to develop an overall risk assessment.

Following are the results of the risk assessment performed for the 13 potential audit topics identified:

HIGH RISK MODERATE RISK LOW RISK
Thrift Supervision and Compliance Procurement and Contract Management Revenue Accounting Process
Payroll and Human Resources Mortgage Licensing & Registration
Mortgage Examinations MIS (Includes IT General Controls and

Records Management Disaster Recovery Plan)

Financial Reporting (Includes Asset

Legal & Enforcement
Management & Travel)

Thrift Examinations .
Consumer Responsiveness

Mortgage Grant Fund Administration

In the prior 3 years, the following internal audit functions were performed:

Fiscal Year 2025:
e Risk Assessment & Preparation of the Internal Audit Plan
e Thrift Examinations Audit
e Follow-up of the Prior Year Internal Audits
e Preparation of the Internal Audit Annual Report

Fiscal Year 2024:
® Risk Assessment & Preparation of the Internal Audit Plan
® Mortgage Grant Fund Administration Audit
® Follow-Up of the Prior Year Internal Audits
® Preparation of the Internal Audit Annual Report

Fiscal Year 2023:
® Risk Assessment & Preparation of the Internal Audit Plan
® Mortgage Examinations Audit
® Follow-Up of the Prior Year Internal Audits
® Preparation of the Internal Audit Annual Report
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Report No. Audits/Report Titles Report Date
1. Thrift Supervision and Compliance 6/12/26
Objective:  To determine whether SML’s policies,
procedures, and processes in place, as applicable to the
Thrift Supervision and Compliance area (area), are
sufficient to ensure compliance with applicable laws and
regulations.
Annual Internal Audit Report — Follow-Up of Prior Year Internal
1. Audits 6/12/26

- Other Tasks Assigned by the Finance Commission None
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V.

Executive Summary

Thrift Supervision and Compliance

BACKGROUND
A. Thrift Supervision

The Thrift Supervision and Compliance Area (Area) of the Department of Savings and Mortgage Lending
(SML) is responsible for regulating and supervising Texas state-chartered banks and savings and loan
associations (collectively “thrift institutions”) under the authority of the Texas Savings Act and the Texas
Savings and Loan Act of the Texas Finance Code, respectively.

The Area is managed the Deputy Commissioner, who also serves as the Director of Thrift (Director), and
is comprised of 3 Supervisory Analysts (Analyst), who oversee assigned institutions by monitoring
financial conditions, reviewing applications, responding to inquiries, and pursing supervisory or
enforcement actions, when warranted.

As of March 1, 2026, SML regulated 21 State savings banks (SSBs) with $299.6 billion in combined total
assets.

Monitoring

The Analysts perform ongoing analysis and monitoring of thrift institutions to identify and address
emerging risk and problematic trends in a timely manner utilizing examination reports, quarterly Call
Reports, annual audited financial statements, and other relevant industry information.

Upon receipt of the Call Reports, which are due 30 calendar days after the end of each calendar quarter,
the Analysts conduct quarterly financial reviews of their assigned institutions. The Analyst then prepares
a Quarterly Offsite Review Worksheet (Worksheet), where they document their risk-focused observations
and analyses of the institution’s quarterly performance using the Call Report information, the Quarterly
Information Supplement, the FedFIS Financial Profile — Bank Specific report, and the S&P Global Bank
Specific report. To ensure timely completion, the Analyst must submit the completed Worksheet to the
Director no later than 60 calendar days after the end of each calendar quarter.

The completed Worksheet is signed and dated by the Analyst and submitted to the Director for review.
The Director reviews and signs the Worksheet, and forwards the completed documentation for record
retention. The completed Worksheet and supporting documents are saved in the document imaging
system. The Quarterly Review Log is then updated to document the completion date of the review.

Application Processing

Thrift institutions are required to submit an application to obtain SML’s approval for various types of
activities, as required by the Texas Administrative Code (TAC). The most common application types
include:

Branch Office (new or relocation)

Merger, Reorganization, Consolidation, or Purchase and Assumption Transaction
Subsidiary

Change of Control
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SML has developed a form for each type of application, as regulatory requirements vary significantly by
application type. Forms can be obtained from SML’s website or by contacting SML directly. Thrift
institutions meeting the eligibility requirements set forth in TAC §75.151 may submit an expedited
application for certain types of applications. Expedited applications require less documentation and often
have reduced fees.

All applications consist of the following 3 components:
o Introduction - Identifies applicable laws and rules and provides general information, including
submission instructions and a confidentiality statement.
e Application Procedure - Outlines SML’s application processing procedure.
e Application Form - A form to be completed by an applicant and includes a list of required items
to be submitted with the application form.

Completed applications are generally processed by the Analyst assigned to the thrift institution. The
Analyst reviews the application using an application checklist, which was developed by the Area for each
type of application to ensure compliance with Texas Finance Code (TFC) and the TAC. If an application
is incomplete or additional information is required, the Analyst issues a Deficiency Letter, to the applicant.
Once the application is complete and accepted, the Analyst issues a Notice Letter notifying the applicant
that the application has been accepted.

In accordance with TAC Chapter 75 and TFC §92.057, the public is given an opportunity to protest
proposed applications in a hearing before the Commissioner. Within 15 days of receiving of the Notice
Letter, the applicant must publish a notice of the proposed action in a designated local newspaper, and
submit proof of publication to SML within 10 days of publication. A hearing may be requested, by filing
a protest with SML along with a $2,500 protest filing fee within 10 days after the date of publication.
SML will schedule a hearing within 60 days from the date the protest was filed. The hearing requirement
is waived if SML does not receive a protest within the required timeframe.

SML’s decision to approve or deny the application, as determined by the Analysts under the delegated
authority of the Deputy Commissioner for non-complex (i.e. most) applications, must be rendered within
30 calendar days after the application is complete, for expedited filings or, within 30 calendar days after
the application is deemed substantially complete. SML issues a formal letter to notify the applicant of its
decision. If approved, the letter will include the approved order signed by the Commissioner and a request
for the effective date of operation to be provided by the applicant. If denied, the letter will state the
grounds for denial.

During the period from September 1, 2025 to April 30, 2026, SML received 7 applications. Of these 7
applications received all 7 were approved. During the same period, there were no protests of applications
filed with SML.
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Application Fees
The common application fees and TAC section that authorizes the respective fees are noted below:

Type of Application Fee TAC Section
Branch Office $1,500 §75.102(a)(2)(a)
Reorganization, Merger, Consolidation $2,000-$5,000 §75.102(a)(3)
Subsidiary $100 to 1,500 (i §75.102(a)(7)
Change of Control $5,000 §75.102(a)(4)
Expedited Applications $250 to $2,500 () §75.102(b)

(1): Exact fee is dependent on the type of subsidiary application.
(2): Exact fee is dependent on the type of application being expedited.

B. Compliance

To promote the thrift institutions’ compliance with applicable consumer protection and lending
regulations, SML has established the Compliance Observation Program (the Program). The Program is
headed by a Supervisory Compliance Examiner.

Under the Program, SML participates in compliance examinations conducted by the Federal Deposit
Insurance Corporation and the Federal Reserve Board. These agencies are responsible for scheduling the
examinations, preparing the report of examination (ROE), and issuing the final signed ROE. During the
examination, an SML examiner(s) may participate in the examination activities following the procedures
set by the federal agencies.

At the conclusion of an examination, the participating SML examiner prepares an internal memorandum
documenting the procedures performed, as well as any significant issues and/or violations identified
during the examination. Supporting documentation, including examination scope and results, is obtained
from the federal agency and attached to the memorandum. The internal memorandum is then reviewed
by the Director.

During the period from September 1, 2025 through April 30, 2026, 4 compliance examinations were
completed.
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AUDIT OBJECTIVE, SCOPE, AND METHODOLOGY
Objective

The objective of our audit was to determine whether SML’s policies, procedures and processes in place, as
applicable to the Thrift Supervision and Compliance Area (the Area), are sufficient in ensuring compliance
with applicable laws and regulations provided in the Texas Finance Code and Texas Administrative Code.

Scope

The scope of our audit was to review SML’s policies and procedures and the processes and controls in place
over the Area; and, relevant activities performed for the seven-month period from September 1, 2025 through
April 30, 2026 and selected key performance measures reported in fiscal year 2025.

Methodology

The audit methodology included reviewing applicable laws and regulations, internal policies and procedures,
and other relevant documentation. Interviews and walkthroughs were conducted with appropriate SML
personnel to gain an understanding of current practices and control activities.

We performed various procedures within our audit scope, to achieve the objective of our audit, to include
the following:

1. Updated our understanding of the laws and regulations applicable to the Area. Specifically:
a. Texas Finance Code Title 3, Subtitle C, Chapters 91-98 and 119.
b. Texas Administrative Code Title 7, Part 4, Chapter 75, as amended.

2. Reviewed the Area’s written policies and procedures; collected available documentation; and
conducted interviews to document the formal and informal processes and controls in place and to
assess whether such processes and controls adequately ensure compliance with regulatory
requirements. Documentation reviewed included:

a. Organizational chart for the area.
b. SML’s written policies and procedures:
e Thrift Supervision Policy and Procedures, approved June 3, 2026.
¢ Compliance Program Policy and Procedures, approved May 18, 2026.

3. Obtained and utilized the following logs prepared by the Area to identify the population and select
samples for testing:
a. Applications Log listing applications filed by thrift institutions during the audit period.
b. General ledger detail of application fees received from thrift institutions during the audit
period.
c. Quarterly financial reviews performed during the audit period.
d. Compliance examinations commenced during the audit period.
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4. Selected 5 of the 7 applications received by SML during the audit period and tested for the
following attributes:
a. Application form is complete.
b. All required items listed in the application form were submitted by the applicant.
c. Application processing procedures were followed, including:

i. General information such as bank name, filing date, and fee received was
accurately documented in the application log, application checklist, and docket
sheet.

ii. Application checklist was completed.
iii. Approval order was signed by the Deputy Commissioner/Director of Thrift
Regulation or Commissioner, as applicable.
d. Correct application fee was assessed and collected.
e. Application was processed in accordance with the following time requirements:
i. Days between filing and the First Response Letter was 30 days or less.
ii. Days between publication and approval was 15 days or more.
iii. Days between completion of application and approval was 30 days or less.

5. Selected 6 of the 42 quarterly financial reviews performed during the audit period, representing 3
quarterly reviews for each of the 21 thrift institutions and tested for the following attributes:

a. The Offsite Review Worksheet was complete and electronically signed and dated by the
Analyst who prepared it, and reviewed by the Chief Thrift Examiner or the Deputy
Commissioner/Director of Thrift, as denoted by electronic signature.

b. Required attachments, including the Quarterly Information Supplement and 5-quarter
financial profile, were properly included in the Worksheet.

c. The amounts of the adversely classified assets in the Information Supplement were
accurately entered into the FedFis Report and the S&P Report.

6. Selected 2 of the 4 compliance examination observations commenced during the audit and tested
for the following attributes:

a. The Internal Memorandum was complete and an email notice was sent to the Deputy
Commissioner/Director of Thrift and the Supervisory Compliance Examiner upon
completion with an internal link to the document, or the document was uploaded to the
internal server.

b. Required attachments, including FDIC’s Assessment of Risk of Consumer Harm, FDIC’s
Fair Lending Scope and Conclusions memorandum, and a copy of the agenda(s) attended
by SML staff, if applicable, were properly referenced in and attached to the Memorandum.

7. Obtained and reviewed the compliance examination schedule spreadsheet as of April 30, 2026.

8. Selected 2 key annual performance measures relevant to the Area for fiscal year 2025, reported at
the October 2025 Finance Commission meeting and ensured the following selected measures were
substantiated with supporting documentation:

a. Number of state-chartered thrift institutions.
b. Dollar amount of assets under regulation.

10
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VI

Observations/Findings and Recommendations

SUMMARY and RELATED RATING of OBSERVATIONS/FINDINGS and RECOMMENDATIONS

As SML’s internal auditors, we used our professional judgment in rating the audit observations identified
in this report. The rating system used was developed by the Texas State Auditor’s Office and is based on
the degree of risk or effect of the findings in relation to the audit objective(s). The table below presents a

summary of the finding and observations in this report and the related rating.

Summary of Observations/Findings & Recommendations

and
Related Ratings
Finding No. Title Rating
1 Policies and Procedures for Unusual or Infrequent Application Types Low
Observation
No. Title Rating
1 Application Log Date Discrepancies -

Description of Rating

A finding is rated Priority if the issues identified present risks or
effects that if not addressed could critically affect the audited entity’s
ability to effectively administer the program(s)/function(s) audited.
Immediate action is required to address the noted concern(s) and
reduce risks to the audited entity.

A finding is rated High if the issues identified present risks or effects
that if not addressed could substantially affect the audited entity’s
ability to effectively administer the program(s)/function(s) audited.
Prompt action is essential to address the noted concern(s) and reduce
risks to the audited entity.

A finding is rated Medium if the issues identified present risks or
effects that if not addressed could moderately affect the audited
entity’s ability to effectively administer program(s)/function(s)
audited. Action is needed to address the noted concern(s) and reduce
risks to a more desirable level.

A finding is rated Low if the audit identified strengths that support the
audited entity’s ability to administer the program(s)/functions(s)
audited or the issues identified do not present significant risks or
effects that would negatively affect the audited entity’s ability to
effectively administer the program(s)/function(s) audited.

11
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OBSERVATIONS/FINDINGS and RECOMMENDATONS
Report Report Name of
No. Date Report Observations/Findings and Recommendations
1 6/12/26 Thrift Policies and Procedures for Unusual or Infrequent Application Types
Supervision
and Following discussions with SML, we confirmed that policies and procedures have
Compliance not been developed for a particular application type reviewed due to its rarity and

the fact that it is not currently part of the state savings bank portfolio. Historically,
only two such applications have been processed over the last twenty years.

Our testing was performed based on the application checklist included in the
workpapers and review of the codes and rules cited. However, the checklist was
created specifically for the application selected. As a result, there were no
established policies or procedures available to use as criteria to evaluate the
consistency of SML’s processing, review, and documentation for this application
type.

Recommendation

We recommend that SML considers creating and update policies and procedures
for unusual or infrequent transaction types, to help ensure consistent processing,
review, and documentation. For rare application types, SML may consider
establishing a general framework or supplemental checklist that documents the
applicable statutory and regulatory requirements, required review steps,
approvals, and evidence to be retained in the application file.

Management’s Response
Management will review existing policies and procedures to identify any

necessary updates, and will finalize a schedule for completing those updates by
September 30, 2026.

12
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Report Report Name of
No. Date Report Observations/Findings and Recommendations
1 6/12/26 Thrift OBSERVATIONS
Supervision
and Application Log Date Discrepancies
Compliance

SML maintains an application log to support key dates related to the receipt,
review, and processing of applications. During our review, we noted two instances
where the dates recorded in the application log were incorrect. In one instance, the
date reflected in the application log did not agree to the date supported by the
completion letter or related supporting documentation. The date noted in the log
was 11/22/2025, the correct date was 12/22/2025. In another instance, the
incorrect year was noted in the log.

While these discrepancies did not impact our testing conclusion, inaccurate dates
increase the risk that application processing timelines may not be tracked,
reviewed, or reported consistently.

Recommendation

We recommend that SML update its procedures to include a review step to verify
that key dates recorded in the application log, including completion letter dates,
agree to the supporting documentation retained in the application file.

Management’s Response

Management will implement a procedure to review entries to the application log
by September 30, 2026.

13
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Current Status (Fully

Implemented,

Substantially

Implemented,
Incomplete/Ongoing, or
Not Implemented) with
Report Report Name of brief description if not

No. Date Report Observations/Findings and Recommendations yet implemented
1 6/12/26 2025 Follow-Up of Prior Year Internal Audits
Follow-Up

Following is the status of the recommendations made
during fiscal year 2025 that had not been implemented.

Thrift Examinations

1. Examination Procedures

Procedures related to the examination process —
specifically scheduling, pre-examination,
examination, and post-examination activities —
should be formally documented.

Fully Implemented

14
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VIIL.

VIIIL.

IX.

External Audit Services Procured in Fiscal Year 2026

SML procured the internal audit services documented in the approved Internal Audit Plan for fiscal year
2026. No other external audit services were performed.

Reporting Suspected Fraud and Abuse

SML has provided information on their website homepage on how to report suspected fraud, waste, and
abuse to the State Auditor’s Office (SAQO) by posting a link to the SAQ’s fraud hotline. SML has also
developed a Fraud Prevention Policy that provides information on how to report suspected fraud, waste,
and abuse to the SAO.

Proposed Internal Audit Plan for Fiscal Year 2027

The risk assessment performed during the 2026 fiscal year was used to identify the following proposed
area that is recommended for internal audit and other tasks to be performed for fiscal year 2027. The
Internal Audit Plan for Fiscal Year 2027 will be developed and presented to the Audit Committee and
Finance Commission, for acceptance and approval, at a meeting to be determined at a later date.

® Procurement/Contract Management/HUB

® Follow-up of Prior Year Internal Audits
® Other Tasks Assigned by the Finance Commission

15
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Attachment A

DEPARTMENT OF SAVINGS AND MORTGAGE LENDING
History of Areas Audited

For Fiscal Year 2026
Fiscal Year Audited/Reviewed
POTENTIAL AUDIT TOPIC 2016 2017 2018 2019 2020 2021 2022 2023 2024 2025 2026
1 |Consumer Responsiveness B* D B*
2 |Financial Reporting (includes Asset Management & Travel) B D*/E* B/E*
3 |Legal & Enforcement B D A B*
4 |MIS - IT General Controls and Disaster Recovery Plan ! A B* C/D* Al* C C C* C
5 |[Mortgage Examinations (to include Training) B* D G* A B
6 |Mortgage Grant Fund Administration A
7 |Mortgage Licensing and Registration (Mortgage and Servicers) B* D G*
8 |Payroll and Human Resources E* F* B* /F* /E*
9  |Procurement and Contract Management B E*/D* A B* /E*
10 |Records Management A
11 |Revenue Accounting Process B D* B
12 |Thrift Examinations (to include Training) A D A/B*
13 | Thrift Supervision and Compliance B* A/D A

" Periodic vulnerability scans are performed by the DIR or a third-party procured through the DIR, which are considered standardized reviews and therefore not reflected in this schedule by year.
Note: Performance Measures are included in the scope of the applicable audit area(s).

Legend (audits/reviews with an asterisk are considered limited scope for the audit area)

A Internal audit performed by Garza/Gonzalez & Associates, CPAs.

Al Internal audit performed by McConnell & Jones LLP.

Audit performed by the State Auditor's Office (SAO).

IT assessment performed by the Department of Information Resources (DIR) or a third-party vendor procured through the DIR.
Sunset Review performed by the Sunset Advisory Commission.

Post Payment Audit performed by the Comptroller of Public Accounts (CPA).

Review performed by the Texas Workforce Commission.

Q= =9 O w

Mortgage accreditation review performed by the Conference of State Bank Supervisors.

16



