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BY THE COMPTROLLER GENERAL  MTIINTN

Report To The Congress
OF THE UNITED STATES

Weaknesses In Servicing And
Accounting For Home
Mortgages Held By HUD

The Department of Housing and Urban Devel-
opment services and accounts for mortgages
valued at over $151 million. These mortgages
were either bought from commercial lenders
to prevent foreclosure on defaulted mort-
gagors experiencing temporary financial prob-
lems or resulted from the Department selling
property it had previously acquired.

The Department does not provide adequate
incentives to encourage these mortgagors to
pay off their debts. Rather than helping them
eliminate or reduce their delinquencies, the
Department has allowed many mortgagors to
fall so far behind that repayment may be
impossible.

During GAQ’s review, the Department made a
number of changes to improve its accounting
and servicing activities. Additional changes are
needed, however, to reduce the delinquency
rate and to promptly collect funds due the
Government.
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COMPTROLLER GENERAL OF THE UNITED STATES
WASHINGTON, D.C. 20548

B-114860

To the President of the Senate and the
Speaker of the House of Representatives

This report deals with a program under which the
Department of Housing and Urban Development is the mortgagee
on home mortgages valued at over $151 million. These mort-—
gages were either acquired from commercial lenders because
insured mortgagors defaulted on their payments or resulted
from the Department selling property it had previously
acquired.

The report shows that as of January 31, 1979, over $17
million was already delinguent under the terms of the mort-
gages. Many homeowners were so delinquent that it may be
impossible for the Department to induce them to repay over-
due amounts. This situation costs the Government and is
unfair to the majority of insured mortgagors who have not
defaulted on their insured mortgages. The report discusses
the system weaknesses that allow the deficiencies to occur
and recommends specific ways to correct the weaknesses.

We are sending the report to the Acting Secretary of
Housing and Urban Development and to the Director, Office
of Management and Budget.

Sincerely yours,

Kt

ACTBM;Comptroller’Gegéral
of the United States



COMPTROLLER GENERAL'S WEAKNESSES IN SERVICING
REPORT TO THE CONGRESS AND ACCOUNTING FOR HOME
MORTGAGES HELD BY HUD

DIGEST

The Department of Housing and Urban Develop-
ment has not properly serviced or accounted
for single—-family home mortgages valued at
over $151 million. As a result:

——As of January 31, 1979, over $17 million
in delingquent mortgage payments had not
been collected. (See p. 13.)

——Interest—free escrow advances amounting
to almost $2.7 million were outstanding J
as of May 31, 1978. (See p. 6.) -DO

——~From the date the Department assumed 0
management of the mortgages through é 3
December 31, 1977, delinquent mort- ;J?
gagors have been over- or undercharged }U“
as much as $3 million for such items A
as interest and tax penalties. (See \éf
p. 3.) &

HUD's policy is to avoid acquiring property
if default on the insured mortgage is due
to temporary circumstances beyond the mort-
gagor's control and the mortgagor can rea-
sonably be expected to complete the mort-
gage payments. In such cases, HUD pays the
insurance claims of the commercial lenders
and assumes management of the delingquent
mortgages. It also manages purchase money Qﬁ
mortgages which result from the sale of \f
property the Department had previously '
acquired. (See pp. 1-2.)

The number and value of mortgages held by Jéf L&@y @ﬁg
¢ g

the Department increased from 8,103, valued
at about $117 million on September 30, 1977, |V
to 10,022, valued at over $151 million on
January 31, 1979. The Department did not \/ ‘g
have adequate plans for such a sizable work- %f'
load increase and, consequently, the program

has been hampered by accounting and mort- f$ﬁ ﬁﬁ !ﬁkr\[

gage servicing problems.

Tear Sheet. Upon removal, the report i FGMSD—79~41 _\
cover date should be noted hereon. W



ACCOUNTING CONTROL WEAKNESSES

GAO estimates that the method of accounting
for home mortgages held by HUD resulted in
65 percent of the mortgagors being under-
charged and 35 percent being overcharged.
From the date HUD assumed management of

the mortgages until December 31, 1977, GAO
estimates that the total under- and over-—
charges were as much as $2.7 million and
$658,000, respectively. (See pp. 10-11.)

Part of the undercharge resulted from prob-
lems with the design of HUD's computerized
mortgage notes accounting system. The system
was not designed to accrue interest on

missed payments. Instead, it provided for
the mortgagors to be charged the same dollar
amount of interest on delinquent payments
that would be charged if payments were
received on time. In addition, the Depart-
ment did not assess late payment penalties.
Consequently, as a mortgagor's delinquency
increased, the effective interest rate charged
on the mortgage decreased. (See pp. 3-6.)

HUD's method of computing monthly escrow
requirements also contributed to the under-
charges because it resulted in insufficient
balances being available to pay taxes when
due. Therefore, the Department advanced
the necessary funds to pay the property
taxes. As of May 31, 1978, over 57 percent
of all mortgagors had outstanding interest-
free advances, and almost $2.7 million was
owed to the Government. (See pp. 6-7.)

On the other hand, homeowners were overcharged
because the Department did not promptly post
payments, often charged tax penalties to the
mortgagors, and did not reduce interest
charges for prepayments. At the time of GAO's
audit, collections and disbursements totaling
almost $500,000 were not posted to the indi-
vidual mortgagors' accounts. This resulted

in incorrect mortgage accounting records

and erroneous delinquency data being reported
to the field offices. (See p. 7.)
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MORTGAGE SERVICING WEAKNESSES

Besides accounting problems, the Department's
mortgage servicing efforts have been hampered
by outdated procedures and ineffective col-
lection practices, such as untimely fore-
closure actions. GAO believes that these
conditions contribute to the high volume of
delinquent mortgage payments which, as of
January 31, 1979, amounted to over $17 mil-
lion. Since the Department's headquarters
had not provided adequate accounting infor-
mation or developed current servicing and
foreclosure guidance, the Department's

field offices had to maintain duplicate
collection records and did not undertake
effective collection procedures. Timely
foreclosure recommendations were often

not made by field offices when repayment
appeared doubtful. (See pp. 13-15.)

CONCLUSIONS

Due to accounting and servicing weaknesses,
delinquent mortgagors have little incentive
to pay off their mortgages. During GAO's
review, the Department made a number of
changes to improve its accounting and ser-
vicing activities. However, GAO believes
that additional changes are needed to reduce
the mortgage payment delinquency rate and to
promptly collect funds due the Government.

RECOMMENDATIONS

We recommend that the Secretary of HUD direct
the Assistant Secretary for Administration to
incorporate procedures in the accounting sys-
tem that will:

——Accrue interest on delinquent principal
balances and assess penalties for late
payments.

——Calculate realistic escrow requirements,
charge interest on escrow advances, and
collect escrow advances from payments
before reducing the mortgage balance.
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——~Promptly and accurately post all collec~-
tions and disbursements to the individual
mortgagors' accounts.

-~—Provide adequate accounting data for field
offices to properly monitor mortgages and
thereby eliminate the need for duplicate
collection records.

—Promptly reconcile differences disclosed
by the semi-annual inventories of Secre-
tary-held mortgages.

We also recommend that the Secretary of HUD

improve the Department's mortgage servicing

efforts by requiring the Assistant Secretary
for Housing to:

—~Issue new guidelines and procedures for
the servicing of Secretary—-held mortgages.
The new guidelines should emphasize the
need to take effective action to collect
mortgage payments when due or, when
appropriate, to promptly recommend fore-
closure.

—~Develop a monitoring system that will
ensure that HUD field offices comply
with the servicing guidelines to assure
prompt payments.

——-Assume the servicing and collection
activity currently performed by the Office
of General Counsel so that the General
Counsel can promptly initiate foreclosure
on cases recommended by the field offices.

Finally, GAO recommends that the Secretary
have the Inspector General review changes
to improve the accounting and mortgage
servicing systems to ensure that they are
adequate, promptly completed, and closely
followed.

AGENCY COMMENTS

The Department agreed with GAO's findings
and recommendations and agreed to take
corrective actions. (See app. I.)
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CHAPTER 1

INTRODUCTION

This report presents the results of our review of single
family mortgages valued at over $151 million, as of January
1979, for which the Department of Housing and Urban Develop-
ment has servicing responsibility.

As authorized by the National Housing Act of 1934, as
amended, the Department of Housing and Urban Development has
various mortgage insurance programs to assist home buyers in
the purchase of new or existing housing. Under these pro-
grams, lending institutions provide money for mortgages and
the Department insures the lender, or mortgagee, against de-
fault by the mortgagor.

Traditionally, when a mortgagor failed to make required
mortgage payments, the mortgagee would foreclose on the de-
faulted mortgage, evict the homeowner, and return the title
of the vacant property to HUD. In mid-1974 and early 1975,
when interest rates were high and mortgages were difficult
to obtain, HUD sold many of these properties and retained the
mortgage, thereby becoming the mortgagee. These HUD-held
mortgages were called "purchase money mortgages.”

In May 1976, HUD announced a liberalized policy of
accepting "assignment of" defaulted mortgages. The default
had to be caused by temporary financial problems beyond the
mortgagor's control and there had to be a reasonable prospect
that the mortgagor would be able to resume full mortgage pay-
ments after a forbearance period of reduced or suspended pay-
ments. In accepting assignments, HUD would buy the mortgage
from the original mortgagee and work with the mortgagor
to alleviate the delinquency. These HUD-held mortgages are
called "assigned mortgages.”

Between September 30, 1977, and January 31, 1979, the
number and dollar value of home mortgages held by HUD increased
from 8,103 mortgages, valued at about $117 million, to 10,022
mortgages, valued at over $151 million. The Department did not
have adequate plans for such a sizable increase in workload
and, consequently, the program has been hampered by accounting
and mortgage servicing problems. Together, the purchase
money mortgages and assigned mortgages are referred to as
single-family, "Secretary-held mortgages."

HUD is responsible for providing all services to the
mortgagor that were previously supplied by the original
mortgagee. These duties have been delegated within HUD as
follows:



~~The Assistant Secretary for Administration's Office
of Finance and Accounting maintains the computerized
financial records on Secretary-held mortgages, com-
putes monthly tax escrow requirements, and provides
field offices with management information on delin-
guent mortgagors.

—~The HUD field office directors perform most servicing
functions, including personal contacts with mortgagors,
negotiations of special forbearance agreements, refer-
rals of mortgagors to HUD—-approved counseling services,
and efforts to induce mortgagors to make payments.

They recommend foreclosure actions when payment appears
hopeless. '

~~The Assistant Secretary for Housing develops the
policies and procedures for servicing Secretary-held
mortgages and provides technical advice and guidance
to the field offices.

——The General Counsel initiates foreclosure action
after receiving notice from the field offices to
foreclose.

SCOPE OF REVIEW

We reviewed HUD's policies and procedures in accounting
for and servicing single—family, Secretary-held mortgages.
This review was primarily directed at reviewing HUD's single-
family mortgage accounting system. It was performed at HUD
headquarters in Washington, D.C., and at HUD field offices in
Philadelphia, St. Louis, and San Francisco. These sites were
selected because of their potential accounting problems rather
than present servicing problems.

We are currently undertaking a comprehensive review of
mortgage servicing at several agencies, including HUD. The
results of that review will be furnished in a separate report.



CHAPTER 2

ACCOUNTING SYSTEM FOR SECRETARY-HELD

HOME MORTGAGES NEEDS IMPROVEMENT

HUD's centralized accounting system for Secretary-held
home mortgages was designed to handle mortgages for which
periodic payments were normally made when due. Consequently,
the system did not include features required to process data
in a format that would effectively manage and account for de-
linquent mortgages. As a result, GAO estimates that from the
time HUD assumed management of the mortgages until December
31, 1977, total over- and undercharges to mortgagors for such
items as interest and tax penalties were as high as $3 mil-
lion.

DESIGN FEATURES CAUSED PROBLEMS
IN HANDLING DELINQUENT MORTGAGES

HUD's accounting system for Secretary—-held home mort-
gages was designed with features to handle purchase money
mortgages on which monthly payments were generally received
when due. However, the mortgage workload consisted primar-—
ily of delinquent mortgages for which irregular payments
were received in amounts differing from the terms of the
mortgage. These payments created unique processing problems
that HUD's system could not properly or effectively handle.
We noted among the problems that the system:

~—-Failed to adequately recognize special payment agree-
ments, partial payments, prepayments, or late payments.

--Did not provide adequate accounting information to
servicing personnel in HUD's field offices.

——Contained improper procedures for allocating payments
between interest and principal.

-~Used an incorrect approach to compute escrow require-
ments to pay property taxes.

System design inappropriate for
type of payments received

HUD's accounting system was designed to handle mortgage
payments made on the due date. It was not designed to handle
reduced or increased payments received on delinquent mortgages
under the terms of special payment agreements. As a result



—HUD field offices maintained duplicate collection
records to properly service delinguent mortgages.

~-Late charges were not assessed against mortgagors
even though the mortgage documents, depending on the
date of the mortgage, called for a 2- or 4-percent
penalty for late payments.

—-Monthly mortgage payments were not applied to the
individual accounts in accordance with the terms of
the mortgage instrument or the "U. S. Rule" which
governs payments received on debts owed to the Govern-
ment.

Duplicate collection records

HUD's centralized accounting system did not provide
adequate accounting information to servicing personnel in the
field offices. As a result, field offices had to maintain
manual records of information that should have been provided
by the computerized system.

When a HUD field office accepts a mortgage assignment,
a special payment agreement, called a "forbearance agreement,"
is required to be negotiated with the mortgagor. Forbearance
agreements can provide temporary financial relief to a delin-
gquent mortgagor by suspending or lowering the monthly payment
amount called for in the mortgage. For delinquency reporting
purposes, however, HUD's accounting system did not recognize
the existence of these forbearance agreements and reported
in a delinquent status many mortgagors who were meeting the
terms of their forbearance agreements. To adequately service
the delinquent mortgages, field office personnel must know
the delinquency status of the mortgages under the terms of
the forbearance agreements. Since the accounting system did
not report delinquencies based on the terms of these agree-
ments, field office personnel were required to maintain
duplicate collection records to identify those mortgagors
who were actually delinquent.

Before October 1978, when new procedures were established,
field offices were authorized to accept monthly mortgage pay-
ments until HUD headquarters established the mortgages in the
master file. Subsequently, mortgagors sent all payments
directly to HUD headquarters. Under the new procedures,
field offices receive and deposit locally all payvments and
must manually maintain informal collection records, thus
making better collection data available to field office per-
sonnel. However, the new procedure places a manual record-
keeping responsibility on field offices so they can have
access to accurate delinquency information which should be
provided by a mechanized accounting system.
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Inadequate accounting procedures
for irreqular payments

Frequently HUD received prepayments, late payments, or
partial payments on delinquent mortgages. Because these pay-
ments were not properly accounted for by HUD's accounting
system and late charges were not assessed for late payments,
as a mortgagor became more delinquent, the effective interest
rate charged on the mortgage decreased.

HUD's computer was programmed to process only full
monthly payments in accordance with the original mortgage
amortization schedule, and to consider that each payment
received from the mortgagor was paid on the date due regard-~
less of the date received. Any money received by HUD which
did not equal one full payment was placed in the mortgagor's
account as unapplied funds. When sufficient unapplied funds
accumulated to make one full payment, the computer processed
the next payment due in accordance with the original amorti-
zation schedule. Since the computer did not recognize when
a payment was actually received, but only when the payment
was originally scheduled to be received,

—-no reduction in interest charges could be given to
mortgagors who were prepaying their mortgages and

~-no additional interest could be assessed against
mortgagors who paid late.

In addition, HUD did not assess late payment penalties
of 2 or 4 percent of the payment as provided for in the mort-
gage. A delinquent mortgagor, therefore, had little incentive
to keep his mortgage payments current.

Improper procedures to allocate payments
to service charges, principal, and interest

When a mortgage loan is made, an amortization schedule
is prepared showing the amount of each monthly payment to be
applied to service charges, principal, and interest over the
life of the locan. The schedule considers the amount borrowed,
the life of the loan, the frequency of repayment, and the
interest rate charged. 1In developing the schedule, it is
assumed that each payment will be received on the due date.
Once a mortgagor becomes delinquent, the monthly accrued inter-
est in the schedule is no longer valid because the unpaid
principal remains outstanding for a longer period of time and
additional interest accrues. HUD, however, always uses the
original amortization schedule to apply payments and assumes
that all payments are received on the due date. As a result,
no additional interest is charged to delingquent mortgagors.



This procedure is inconsistent with both the terms of
the mortgage and the U. S. Rule which governs payments
received on debts owed to the Government. The U. S. Rule
states that each payment must first be applied to the payment
of accrued interest and then to principal. Our review of a
sample of assigned mortgages indicated that the average delin-
quency increased from about 12 to 14 months during calendar
1977, indicating that many of the mortgage pavments received
by HUD are at least 1 year late. HUD, however, considered
that all payments were received when due and applied the pay-
ments to service charges, principal, and interest in accord-
ance with the original amortization schedule. Therefore, too
much of the delinquent payments were applied to principal and
not enough was applied to service charges or interest. As a
result, from the time HUD assumed management of the mortgages
to December 31, 1977, up to $2.7 million owed the Government
was not collected.

Incorrect approach to
compute escrow amounts

Part of the monthly mortgage payments received is held
in escrow accounts so that funds will be available to pay
property taxes as they come due. However, HUD's method of
computing the monthly escrow amounts was incorrect resulting
in insufficient amounts available to pay the taxes. To pre-
clude tax sales by taxing authorities, HUD advanced funds to
pay the taxes and handled the advances as an interest—free
loan. As of May 1978, over $2.6 million in advances was out-—
standing and had not been recovered.

Mortgagors are required to submit one~twelfth of the
annual escrow requirement for property taxes as part of their
monthly mortgage payment. After each tax disbursement, HUD
recalculates the monthly escrow needed from the mortgagor to
pay subsequent taxes and adjusts the monthly mortgage payment
accordingly. To calculate the monthly escrow requirement,
HUD estimates the tax for the current year and subtracts any -~
existing escrow balance to arrive at the funds needed for
the next 12 months. When a deficit balance exists in the
escrow account, HUD bills the mortgagor separately for the
deficit.

Since few mortgagors pay the delinquent escrow payment,

in many instances escrow collections were insufficient to pay
the next tax bill that came due. As of May 31, 1978, over 57
percent of all mortgagors had deficit escrow balances. Defi~-
cits in excess of $5,000 were noted in 64 mortgagors' accounts,
and interest—free cash advances increased from about $1.5 to
about $2.7 million in 8 months. These figures could have been
much worse, since we estimate that during 1977 HUD failed to
pay the taxes on about 21 percent of the mortgages. (See p. 8.)
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The mortgage instrument states that payments received
from mortgagors will be applied to property taxes before
they are used to collect interest or reduce principal. HUD,
however, did not follow this term of the mortgage; it applied
payments from delinquent mortgagors toward reducing unpaid
principal balances before escrow advances were fully col-
lected. We believe that an interest charge should be assessed
on the homeowners and that advances should be collected
before payments are used to reduce principal.

POSTING DELAYS MADE MORTGAGORS'
ACCOUNTS INACCURATE

At the time of our review, collections and disbursements
totaling almost $500,000 had not been posted to mortgagors'
records. As a result, many records did not reflect the true
status of the account.

HUD headguarters must establish each Secretary-held mort-
gage in the computer master file before collections and dis-
bursements will be accepted and processed by the computer.

Any transaction rejected by the computer becomes a "computer
exception." Because of administrative processing delays in-
curred by HUD field offices and various headquarters divisions,
establishing a Secretary-held mortgage in the master file often
took several months, which often resulted in computer excep-
tions. Other problems, such as keypunch errors, also resulted
in exceptions.

As of August 1978, there were approximately 2,300 unre-
solved computer exceptions valued at over $545,000; 82 per~
cent of these exceptions represented mortgage collections
which had not been credited to individual mortgagors' accounts,
and another 10 percent represented tax disbursements which
had not been charged to individual mortgagors' accounts. The
remaining 8 percent represented such things as uncollectible
checks and adjustments between accounts, which had not been
posted to individual mortgagors' accounts.

Even though HUD officials stated that every effort is
made to process current cash exceptions within a few days
after they are reported, the dollar value of exceptions has
remained high. 1In December 1977, cash exceptions were valued
at about $603,000. By August 1978, this amount was reduced
to only about $545,000 of which over $498,000 represented
unposted collections and disbursements. Over 23 percent of
the August 1978, exceptions were at least 1 year old, with
the oldest exception dated September 1972. These and other
exceptions must be resolved and properly recorded to have
accurate mortgage accounting records.



PROCEDURES CAUSED LATE
PAYMENT OF TAXES

Before June 1978, HUD's tax payment procedures resulted
in many mortgagors being charged late penalties because tax
bills were obtained late and processing of tax payments was
delayed. The late charges, incurred between August 1977 and
June 1978, amounted to more than $118,000 because over 50 per-
cent of the property tax bills were paid late.

Qur statistical sample of 138 mortgages revealed that
HUD had the following success record in paying tax bills dur-
ing 1977:

—--24 percent were paid by the due date or had no tax
owed,

~~55 percent were paid late, and
——21 percent had not been paid by the end of the year.

We noted that 33 percent of the penalties incurred were
passed on to the mortgagors.

Before June 1978, all tax penalties incurred were
charged to an individual mortgagor's account. An adjusting
entry was required to remove the penalty, and often these
entries were not made, leaving the penalties charged to the
mortgagors' escrow accounts. New procedures, effective in
June 1978, ended the practice of initially charging the pen-
alties to the escrow accounts. Therefore, the adjusting en~
tries will no longer be necessary, and penalties should not
be erroneously assessed against the mortgagors.

Additionally, new procedures were issued in April 1978
requiring, among other things, that each HUD field office
establish a system to ensure that all tax bills due after
November 30, 1978, were

——requested for all mortgages under that field office's
jurisdiction;

——-obtained, validated, and posted to local records; and

~—forwarded to headquarters for processing and payment
at least 30 days before the bills were due.

HUD officials doubted that all local tax authorities
could make the bills available to HUD field offices in suffi-
cient time to allow for the amount of administrative lead-
time which HUD headquarters desired. Therefore, to expedite



the payment of tax bills, HUD is considering the decentrali-
zation of the payment of the tax bills to the field offices.
If properly implemented, these new procedures should result
in the prompt payment of all tax bills and should substan-
tially reduce the late penalties currently being paid.

SYSTEM LACKED ESSENTIAL
INVENTORY CONTROL FEATURES

Prior to our review, HUD's accounting system lacked the
necessary controls to ensure that an accurate inventory of
Secretary—-held mortgages was being maintained. As a result,
HUD's master file of mortgages was incomplete, 1naccurate,
and included numerous mortgages which had been paid off or
foreclosed, so HUD's management had no basis for judging
whether all amounts due were being collected.

A trial balance was printed monthly showing all case
numbers in the mortgage notes master file. On the last day
of each month, a delinquency report was prepared listing
all mortgagors who, under the terms of the original mortgage,
would be at least 90 days delinquent if payment was not re-
ceived on the next day. We compared the September 30, 1977,
mortgage notes trial balance with inventories of Secretary-
held mortgages maintained by HUD field offices in San Fran-
cisco, St. Louis, and Philadelphia. Inventory differences
existed between HUD headquarters and each of the three field
offices. Specifically, the headquarters' trial balance for
San Francisco contained 81 mortgages while the field office
inventory contained 82 mortgages. However, differences
existed on more than one mortgage. Only 73 HUD mortgages were
identified by the same case number while the true inventory
was actually 83 mortgages because:

——=San Francisco did not have on its inventory one
mortgage which had been recommended for foreclosure.

—-The headquarters' trial balance contained one mort-
gage which had been paid in full 4 months earlier
in May 1977.

~~The headquarters' trial balance failed to record one
mortgage assignment that was accepted 9 months earlier
in December 1976. Since the mortgage was assigned,
the mortgagor had made seven payments totaling $750
which were reported as computer exceptions at HUD
headquarters.

——~San Francisco had two recent assignments which had
not yet been picked up on the headquarters' trial
balance.



~~San Francisco was reporting eight mortgages under
different HUD case numbers than were shown on the
headquarters' trial balance for the same mortgages.

Similar situations were noted during our test at HUD's St.
Louis and Philadelphia field offices. For example, HUD's

St. Louis field office inventory contained 353 mortgages,
while the headquarters' trial balance for St. Louis contained
only 345 mortgages.

HUD officials said that, before our review, no mort—
gage inventory reconciliations between HUD headquarters and
the field offices were made. No requirement for such a
reconciliation existed until April 1978, when HUD issued new
procedures. One of these procedures calls for a semi—-annual
inventory reconciliation on March 31 and September 30 of
each year. HUD started its initial reconciliation efforts
on April 30, 1978, and completed the reconciliation on Novem—
ber 2, 1978. We believe that, if promptly and accurately
completed, the semi-annual inventory reconciliations should
provide adequate controls over future mortgage inventories.

PROJECTED LOSS TO GOVERNMENT
AND MORTGAGORS )

HUD's method of accounting for Secretary-held mortgages
resulted in gross over— and undercharges to HUD mortgagors.
We estimate that from the date HUD assumed management of the
mortgages to December 31, 1977, the erroneous charges could
total as much as $3 million.

We based our estimate on a statistical sample of 56 pur—~
chase money mortgages and 82 assigned mortgages on hand dur-
ing 1977. All collections, disbursements, and adjustments
made to these mortgages during calendar 1977 were analyzed;
prior year and subsequent year transactions which affected
calendar 1977 were also analyzed. On January 1, 1977, the
average purchase money mortgage was 4 months delinguent, while
the average assigned mortgage was about 12 months delinquent.
We accrued interest monthly and charged interest on deficit
escrow balances for each sampled mortgage through December 31,
1977. Using HUD's methodology, the principal balance for the
sampled mortgages was adjusted to reflect the amount needed to
pay the mortgage in full, including the interest due. Our
computation of the ending unpaid principal balance was then
compared with HUD's to determine over— or undercharges. The
results of that comparison are on the following page.
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Undercharges Overcharges

to mortgagors to mortgagors
Number - Amount Number Amount
Purchase money 25 $5,454 31 $2,681
mortgages
Assigned 64 $29,357 18 $5,173
mortgages

Using the results of the comparison, we projected the
total amount of over~ and undercharges as of December 31, 1977.
Our projection was made using scientific projection techniques
that assured the projection was accurate within plus or minus
10 percent. We estimate that HUD is undercharging 65 percent
of the mortgagors while overcharging 35 percent. As of
December 31, 1977, the total undercharge was estimated to be
between about $1 million and $2.7 million while the total over-
charge was estimated to be between about $161,000 and $658,000.
Over the actual lifespan of the mortgages, cumulative under-
charges and overcharges would be considerably greater.

Generally, undercharges resulted because HUD did not
accrue interest based on the actual payment frequency or did
not charge interest on cash advances. Overcharges resulted
from (1) not promptly posting payment to mortgagors' accounts,
(2) charging tax penalties to mortgagors, and (3) not reducing
interest charges for prepayments.

CONCLUSIONS

Weaknesses in HUD's accounting system have resulted in
most mortgagors being over— or undercharged. 1In addition,
many mortgagors have received interest-free advances to pay
property taxes. Mortgagors had little incentive to pay off a
delinquent mortgage since a mortgagor's effective interest
rate decreased as the period of delinquency increased. This
situation costs the Government and is unfair to the majority
of insured mortgagors who have not defaulted on their mort-
gages.

During our review, the Department made a number of
improvements in the accounting system, such as requiring
semi—annual mortgage inventories and not charging tax
penalties to mortgagors' accounts. Additional improvements
are needed, however, to provide servicing personnel in HUD's
field offices with adequate accounting information and to
collect all funds due the Government.
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RECOMMENDATIONS

We recommend that the Secretary of HUD direct the Assist-
ant Secretary for Administration to incorporate procedures in
the accounting system that will:

--Accrue interest on delinquent principal balances and
assess penalties for late payments.

~-Calculate realistic escrow requirements, charge
interest on escrow advances, and collect escrow
advances from payments before reducing the mortgage

balance.

--Promptly and accurately post all collections and dis-
bursements to the individual mortgagors' accounts.

--Provide adequate accounting data for field offices to
properly monitor mortgages and thereby eliminate the
need for duplicate collection records.

--Promptly reconcile differences disclosed by the semi-
annual inventories of Secretary-held mortgages.

AGENCY COMMENTS

The Department agreed with our recommendations and
stated that corrective actions will be taken. (See app. I.)
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CHAPTER 3

~ MORTGAGE SERVICING NEEDS IMPROVEMENT

Besides accounting problems, the Department's mortgage
servicing efforts have been hampered by outdated servicing
procedures and ineffective collection practices, such as
untimely foreclosure actions. GAO believes that these con-
ditions contributed to the high volume of delinquent mortgage
payments which had increased to over $17 million by January 31,
1979.

Since the Department's headquarters had not either devel-
oped current servicing and foreclosure procedures or properly
monitored the servicing efforts of the field offices, many
field offices had not undertaken effective collection actions
or made timely foreclosure recommendations.

OUTDATED SERVICING PROCEDURES

HUD's mortgage servicing handbook was issued in 1969 and
has not been updated to provide adequate servicing guidance
for mortgages accepted under the 1976 assignment program.
These assigned mortgages currently represent the majority of
the single~family mortgages in HUD's inventory.

Many procedures in the 1969 handbook are not being fol-
lowed in servicing assigned or purchase meney mortgages. For
example, the 1969 handbook states that recommendations from
the field offices to foreclose will be sent directly to the
accounting office where a final statement of account will be
prepared and forwarded to HUD's Office of General Counsel.
According to the handbook, these cases have normally been ser-
viced effectively enough to preclude further consideration of
forbearance.

The Office of General Counsel did not foreclose, however,
based on the recommendations of the field offices. 1Instead,
in November 1977, the foreclosure unit of the Office of General
Counsel set up an informal servicing and collection activity.
Under its procedures, all mortgagors recommended for foreclo-
sure were sent a final demand letter requesting that they con-
tact the General Counsel's foreclosure unit. When no response
was received, the case was sent out to the Department of Jus-
tice, an independent attorney, or a commercial mortgagee under
contract to HUD to perform the actual foreclosures. If the
mortgagor contacted the foreclosure unit, an attempt.was made
to enter into an informal forbearance agreement. When an
agreement was reached, the mortgagor was instructed to make
subsequent payments directly to the foreclosure unit rather

13



than to HUD's accounting office. The foreclosure unit was
therefore performing a servicing function that should have
been performed by HUD field offices and a bookkeeping function
that should have been performed by HUD's accounting office.

Our review of a sample of 49 mortgages carried under in-
formal repayment agreements in the foreclosure unit revealed
that even though internal controls over cash receipts were
poor and the collection records were often inaccurate, the
foreclosure unit reduced the overall delinquency rate of all
49 mortgages. At the time these 49 mortgages were recommended
for foreclosure, they had been delinquent for an average of
of about 23 months. As of June 1978, the average delinquency
had decreased to about 21 months because

~—32 cases improved their delinquency position,
——11 cases worsened their delinquency position, and
——6 cases remained unchanged.

The success of HUD's Office of General Counsel in reduc-
ing the overall delinquency rate on these mortgages indicates
that, with more aggressive field office servicing, the collec-
tions on delinquent mortgages could be increased. This func-
tion should, however, be performed by HUD's field offices and
not duplicated by its Office of General Counsel. The practice
also discouraged field offices from recommending foreclosure
since many cases that are recommended are not foreclosed but
ultimately returned to the field offices.

HUD officials said that a new servicing handbook was _
being prepared. We believe that this handbook should provide
servicing and foreclosure guidelines to be followed by field
offices. It should also provide a basis for monitoring the
servicing efforts of the field offices so that cases recom-
mended for foreclosure can be promptly foreclosed.

INEFFECTIVE COLLECTION PRACTICES
AND UNTIMELY FORECLOSURE ACTIONS

HUD field offices were not adequately servicing delin-
dquent mortgages or recommending foreclosure when repayment
appeared doubtful. As a result, the dollar value of delin-
quent payments was over $17 million as of January 31, 1979.

HUD only accepts assignments of delinquent mortgages

if there"is a reasonable prospect that the mortgagor will be
able to resume full mortgage payments after a temporary

14



period of reduced or suspended payments. After accepting

the mortgages, HUD's field offices negotiate special payment
agreements, known as forbearance agreements, with the mortga-
gors. These forbearance agreements can provide temporary
financial relief for up to 36 months by suspending or lowering
the payment amount called for in the mortgage. The agreements
are also used to cure delinquencies by increasing the payment
amount called for in the mortgage instrument. When delinquent
mortgagors do not meet the terms of the forbearance agreements,
foreclosure should be recommended or the agreement should be
modified.

As of Mady 31, 1978, HUD's Office of Finance and Account-—
ing reported that field offices had special payment--forbear-
ance agreements——in effect for only 2,869 of the 6,260 delin-
‘quent mortgages. Yet only 387 were in the process of foreclo-
sure. The 6,260 delinquent mortgages, which represented about
75 percent of the 8,358 mortgages on hand, were, under the
terms of the mortgage, delinquent by 2 months or more. An
analysis of the May 1978 delinquency report disclosed 678 mort-
gages on which no payments had been received in calendar 1978.
These mortgages were delinquent as long as 6 years, but accord-
ing to accounting records, many had no forbearance agreements
in effect, and none had been recommended for foreclosure.

At HUD's Philadelphia field office, delinquent mortgages
were not being adequately serviced or recommended for fore-
closure. For 12 months or more, no payment had been received
on 22 of the delinquent mortgages. In addition, the field of-
fice had 32 mortgages which were 60 or more months delinquent
but had not been recommended for foreclosure.

One mortgage was assigned to HUD in June 1972. Although
the mortgagor had never made a mortgage payment to HUD, as of
April 1978, HUD's Philadelphia office did not have a forbear-
ance agreement with the mortgagor and had not recommended
foreclosure action. An official in HUD's Philadelphia field
office stated that this case would be recommended for fore-
closure when he found time.

In another instance, the Philadelphia office accepted a
mortgage assignment in August 1972 that was delinquent for
9 months. Two partial payments of $112 each were received
from the mortgagor during 1973, but no subsequent payments
were ever collected. As of April 1978, the mortgagor was
delinquent for 76 months, and HUD had paid $4,370 in pro-
perty taxes; however, HUD's Philadelphia office had not recom—
mended foreclosure action. In the 5 years and 8 months
(through April 1978) that this mortgage had been assigned to
HUD, the average monthly cost to the mortgagor was $3.29.
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CONCLUSIONS

HUD's servicing of Secretary held home mortgages has not
been effective and has contributed to millions of dollars
not being collected that is owed the Government. Rather than
helping delingquent mortgagors eliminate or reduce their delin~
quencies, HUD has allowed many mortgagors to fall further
behind in their payments. Considering the amounts of their
current delinquencies, some mortgagors may never be able to
repay their mortgages.

Improvements are needed in servicing procedures, and
field office servicing efforts should be more closely moni-
tored. Mortgagors who are not making payments on their
mortgages should be recommended for foreclosure, and HUD head-
quarters should initiate foreclosure action rather than
duplicating the servicing efforts of the field offices.

RECOMMENDATIONS

We recommend that the Secretary of HUD improve the
Department's mortgage servicing efforts by requiring the
Assistant Secretary for Housing to:

~—Issue new guidelines and procedures for the servicing
of Secretary-held mortgages. The new guidelines
should emphasize the need to take effective action to
collect mortgage payments when due or, when appropri-
ate, to promptly recommend foreclosure.

——Develop a monitoring system that will ensure that HUD
field offices comply with the servicing guidelines to’
assure prompt payments.

——Assume the servicing and collection activity currently
performed by the Office of General Counsel so that the
General Counsel can promptly initiate foreclosure on
cases recommended by the field offices.

Finally, we recommend that the Secretary have the In-
spector General review changes to improve the accounting and
mortgage servicing systems to ensure that they are adequate,
promptly completed, and closely followed.
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AGENCY COMMENTS

The Department agreed with our recommendations to improve
mortgage servicing and stated that corrective actions will
be taken. (See app. I.)

This review was performed at HUD headquarters and three
HUD field offices selected because of potential accounting
rather than servicing problems. GAO is currently undertaking
a comprehensive review of mortgage servicing at several
agencies, including HUD. The results of that review will be
furnished in a separate report.
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APPENDIX 1 APPENDIX I

WENY o,
Sl
5% *:3 DEPARTMENT OF HOUSING AND URBAN DEVELOPMENT
-
% & WASHINGTON, D.C. 20410
""n“.
OFFICE OF THE ASSISTANT SECRETARY
FOR ADMINISTRATION MAY 2 4 1979 IN REPLY REFER TO:

AFM

Mr. D. L. Scantlebury

Director

Division of Financial and General
Management Studies

United States General Accounting Office

Washington, D. C. 20548

Dear Mr. Scantlebury:

The draft report on weaknesses in servicing and accounting for home
mortgages held by the Department, transmitted with your letter of
May 3, 1979, has been reviewed by responsible officials and our comments
follow. The report findings were discussed with your staff at earlier
meetings and our position on most of the findings are contained in the
report.

The report accurately points out that at the time the accounting
and ADP system for servicing mortgages was designed most of the mort-
gages being serviced were current purchase money mortgages taken by the
Department upon the sale of a Secretary-owned property. A change in
Department policy to accept the assignment of insured mortgages in
default resulted in the processing problems cited in the report. Since
most mortgages previously serviced were current, it was the policy of
HUD not to assess penalties for late payments, charge interest on escrow
advances, and accrue interest on delinquent principal balances. The
change in our portfolio to mostly delinquent assigned mortgages makes it
realistic to change our policies on the above and collect these addi-
tional amounts from mortgagors.

Implementation of the following recommendations will require major
system modifications:

1. Accrue interest on delinquent principal balances and assess
penalties for late payments;

2. Calculate realistic escrow requirements, charge interest on

escrow advances, and collect escrow advances from payments
before reducing the mortgage balance; and
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3. Provide adequate accounting data for field offices to properly
monitor mortgages and thereby eliminate the need for duplicate
collection records.

The present mortgage note system cannot be effectively modified to
incorporate features which would respond to these revised policies and
the GAO recommendations. The new HUD Mortgage Insurance Accounting
‘System (MIAS), presently under development, includes features which will
respond to the recommendations. The mortgage note accounting features
of the Single Family Subsystem of MIAS are not scheduled to be imple-
mented until October through December 1981. Because this is two years
in the future, the Department has initiated action to develop an interim
system for mortgage note accounting that will respond to the GAQ
recommendations.

The MIAS functional requirement's specification will be scoped down
so that it can be implemented in a shorter elapsed period of time than
two years and responds to the maximum extent possible to the GAO
recommendations. A minimum of three alternatives to satisfy the scoped-
down functional requirement's specifications will be evaluated: (1)
building software to operate on existing HUD computers and computer
services; (2) Teasing or buying proprietary software to operate in
existing HUD computers and computer services; and (3) acquiring a data
service.

If any of the alternatives can be implemented in a substantially
shorter elapsed period of time than two years, the alternative repre-
senting the best combination of technical features and schedule to
implement will be selected and implemented by HUD.

We have taken action to address the remaining recommendations in
Chapter Two of the report. The processing delays incurred in estab-
lishing mortgage accounts in the computer system have been reduced with
a corresponding reduction in the number of exception transactions. We
are modifying the present system to accept input transactions on the
basis of the case number only without referring to the section of the
Act number. We estimate that these changes will reduce the number of
exception transactions by 75%. Special attention has been given to
correction and reentry of monthly exception transactions and the number
of unresolved exceptions have been reduced to 1,258, valued at $335,879,
compared to 2,300, valued at $545,000, at the time of the audit. The
foregoing will greatly improve the promptness and accuracy of posting
collection and disbursement transactions to the mortgage accounts.
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Procedures have been impiemented that require prompt reconciliation
of differences disclosed in the inventories of Secretary-held mortgages.
We expect to have all differences disclosed in the March 31, 1979
reconciliation with field offices completed no later than June 30, 1979.

The staff of the Assistant Secretary for Housing-Federal Housing
Commissioner has been engaged in an effort to improve outdated servicing
and ineffective collection practices.

The issuance of Notice 78-43 on April 26, 1978 established marked
changes in mortgage servicing procedures by delegating to field offices
the lead responsibility for collections contacts with mortgagors, main-
taining servicing records, receiving and depositing mortgage payments,
initiating foreclosure agreements, and establishing a new reporting
system between field offices and the Office of Finance and Accounting to
reconcile and maintain current accountings. That new system has been
operative since September 1, 1978. Improved counseling operations have
accompanied Notice 78-43 and a series of training sessions were held to
indoctrinate field offices in the new procedures.

The existing Mortgage Servicing Handbook, dated 1969, has undergone
extensive revisionary work during the past year and it is intended that
a revised version be put into clearance within the next 45 days. The
Notice 78-43 has covered a substantial portion of mortgage servicing
procedures and detailed operational procedures for the field in these
servicing operations.

It is intended that new procedures be implemented which will
require the Central Office Single Family Loan Servicing Division to
review foreclosure recommendations from the field, to assure that added
servicing will not produce favorable results, prior to the cases being
sent to the General Counsel's Office for foreclosure.

To further improve mortgage servicing operations, the Single Family
Loan Servicing Division has initiated action in an effort to have the
mortgage portfolio incorporated in our existing Single Family Default
Reporting System and we are hopeful that this may be accomplished at an
early date. When completed, regular and complete monthly reports would
be produced and made available to each field and all Central Office
personnel affected, reflecting the status of each Secretary-held mortgage
in inventory, together with the actions being undertaken to service the
mortgage.
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As to the Secretary-held mortgages presently in the hands of the
General Counsel's Office, which were originally referred for foreclosure
and thereafter serviced by that office, steps have been initiated to
terminate that circumstance. Arrangements have been made between
General Counsel and Housing to transfer in orderly fashion those cases
now being serviced by Counsel to the respective field offices involved.
The General Counsel Staff and Housing Staff are in the process of
arranging the details of such transfers and will alert field offices to
the impending transfers at an appropriate time.

The Inspector General will review the changes made to the Mortgage
Note Accounting and ADP Systems in accordance with your recommendations.

Sinc Y

Dpeeet o1
1iliam A. dina
H Assistant retary

(906390)
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