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I. Overview of Mortgage Fraud and Types of Mortgage Fraud Schemes
Understanding Mortgage Fraud

Mortgage fraud has become an important issue in recent years, affecting the health and
functioning of real estate markets. Weak conditions in the housing market have created further
incentives for mortgage fraud perpetrators to come up with new schemes as home prices
decline and foreclosures increase.

For Florida mortgage fraud is a significant concern. Florida ranks among the top ten states in
mortgage fraud incidents per capita. FBI defines mortgage fraud as “schemes containing some

type of intentional misstatement, misrepresentation, or omission by a loan applicant or other
interested parties to fund, purchase or insure a mortgage loan.”

There are two broad categories of mortgage fraud schemes: 1) fraud for property or housing
and 2) fraud for profit. Fraud for property occurs when borrowers seek to own a home that
they cannot actually afford. The borrower then attempts to use false pretenses to qualify for a
mortgage loan, usually by misrepresenting income or employment information or by falsely
claiming that the property will be used as a primary residence. Fraud for profit is committed
often by industry insiders who seek to profit by illegally using revolving equity, falsely inflating
the value of a property, issuing mortgage loans based on fictitious properties, using fictitious
buyers, or through foreclosure schemes. Predatory lending is also considered a type of
mortgage fraud. Additional schemes also include identity theft to tap into home equity of
unsuspecting homeowners and builder-bailout schemes employed by builders who seek to
avoid potential bankruptcy.

This report examines different categorizes of mortgage fraud, discusses its impact on the real
estate market in Florida, as well as the latest developments in fraud schemes and measures
taken by federal and local authorities, particularly as they relate to Florida markets, and offers
suggestions to REALTORS® and consumers on how to recognize, report, and avoid mortgage
fraud.

Fraud for Property through False Information on Loan Applications

Providing false information on a mortgage loan application is considered mortgage fraud. This
kind of fraud is most often perpetrated by a borrower looking to purchase a property for a
primary residence. These schemes usually involve only a single loan as opposed to the fraud for
profit schemes carried out by professionals using multiple loans and homes. Additionally, the
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applicant usually intends to pay the loan off, while they lie about their income, or other debts
and assets, or employment situation. These borrowers are sometimes misguided and abetted by
mortgage industry insiders and professionals as they provide false information to obtain a loan,
which would then be passed through the financial system to a debt holder other than the loan
originator.

Borrowers committing these fraudulent acts mistakenly believe that the information will not be
checked for confirmation. Lenders can detect this fraud when reviewing and validating
documents. While it is a federal crime to lie in a mortgage application, it may also lead to
default on a loan if the borrower is indeed unable to make payments due to falsified
employment records or insufficient financial resources, and may end up in a foreclosure.
Borrowers lose their homes, and their credit is damaged. Lenders take losses on foreclosed
properties, and communities and the housing market suffer from foreclosed properties, which
affect the value, desirability, and sometimes safety of other nearby properties.

Fraud for Profit Committed by Industry Insiders

The second category of fraud is committed by industry insiders who may target home buyers
trying to secure a loan, homeowners struggling to make their mortgage payments, or owners
trying to sell their homes. Mortgage lenders may also be targeted through false credit profiles,
false buyer information, or inflated property values, which may end up in foreclosure. FBI states
that this kind of fraud usually involves multiple loans and elaborate schemes to gain illicit
proceeds from property sales. Gross misrepresentations of appraisals and loan documents are
common in these fraud schemes and participants are frequently paid for their participation.

While fraud for profit seems attractive to ordinary criminals, because it involves low levels of
violence and risk in return for high financial gains, the FBI reports that those who commit these
schemes are usually industry insiders from finance-related occupations, such as accountants,
mortgage brokers, lenders, and appraisers. These insiders have an advantage because they are
familiar with the mortgage loan process and can exploit vulnerabilities in the system. Increasing
involvement and collaboration of professionals in these schemes is also associated with
increasing use of third party brokers that is more common now as financial transactions are
becoming more complex and sophisticated.

This kind of fraud is also more widespread, involving 80 percent of all mortgage fraud reporting
and investigations, and causes the most concern to FBI and other law enforcement authorities.
Moreover, this type of fraud is also more harmful than fraud for property. There is no intent to
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pay off a mortgage loan or to become the owner of a property or to save a property from
foreclosure. In comparison, fraud for property is easier to prevent through simple education of
home buyers about falsified documents and harmful effects to their own credit, or by stricter
loan application standards and documentation requirements. Preventing fraud for profit
involves a more comprehensive education of home buyers and homeowners to detect and
identify suspicious loan or purchase offers, especially when buyers or owners are in a financially
vulnerable situation. In addition to greater vigilance by buyers, owners, and lenders, there may
also be a need for greater regulatory oversight aimed at fraud identification and prevention.

Most Common Mortgage Fraud Schemes

The following schemes reported by the FBI are among the most common types of fraud for
profit committed by industry insiders.

lllegal Property Flipping: Under this scheme, a property is purchased at a falsely appraised,

much higher price than its original value, and then quickly sold. A home worth $120,000 may be
appraised at $400,000 or higher after a sequence of flipped sales. Fraudulent appraisal
information makes these transactions illegal. Related schemes involve doctored loan
documents, inflated buyer income, falsely reported home improvements, identity theft, straw
borrowers and shell companies. lllegal payments, including bribes may be made to home
buyers, investors, mortgage brokers, appraisers, and title companies to hide the schemes and
reduce the effectiveness of lender controls. In one example of this scheme, an artificially valued
property may be repurchased several times within a few months for a higher price each time by
associates of the flipper. After a few sham sales, the property is foreclosed on by the victimized
lender. In another example, a home seller might be offered a much higher price than the asking
price, which he will then pay back at closing in return for improvements that will never be
made. The original homeowner, willing to sell immediately, might agree to the deal. However,
the new owner, having acquired a mortgage at the inflated home price, takes the money, and
defaults on the loan. The lender forecloses. The unsuspecting previous owner becomes an
instrument to this scheme by falsifying the value of the home in sales documents.

Silent Second: The buyer of a property borrows the down payment from the seller through a
non-disclosed second mortgage, which might not even be recorded. The primary lender
believes the borrower has his own money invested in the down payment, when it is actually
borrowed. Falsified or non-disclosed documents or falsely disclosed financial information turns
this into fraud.
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Nominee Loans/Straw Buyers: The identity of the borrower is hidden by using someone else’s

information (a nominee or straw buyer). The straw buyer’s name and credit history are used to
secure a mortgage loan.

Fictitious/Stolen Identity: A fictitious/stolen identity may be used on the loan application. The

applicant may be involved in an identity theft scheme: the applicant's name, personal
identifying information and credit history are used without the identity theft victim’s
knowledge.

Inflated Appraisals: An appraiser acts in collusion with a borrower and provides a misleading

appraisal report to the lender, at an inflated property value. A typical scenario involves a
perpetrator soliciting a desperate seller and offers to find a buyer for the property (usually
someone connected to the perpetrator or even a falsified buyer). After negotiating a price, the
perpetrator then finds an appraiser willing to inflate the property. Often the appraiser is
working with the perpetrator or will receive a kickback from the perpetrator. The buyer takes
out a mortgage for the inflated price. The perpetrator makes a profit (and possibly shares it
with the buyer and appraiser) in the difference between the inflated value and the market
value that the seller accepted. Many of these properties go into foreclosures as the buyer never
intended to pay the mortgage, and the lender is stuck with the property that is difficult to sell
due to its inflated value.

Equity Skimming: An investor may use a straw buyer, false income documents, and false credit

reports to obtain a mortgage loan in the straw buyer's name. Subsequent to closing, the straw
buyer signs the property over to the investor in a quit-claim deed which relinquishes all rights
to the property and provides no guaranty to title. The investor does not make any mortgage
payments and rents the property until foreclosure within several months.

Air Loans: These loans are taken on non-existing properties or by non-existing buyers, through
falsified documents, sometimes by a real estate agent or broker. The scam artist may open
accounts for escrows, use fake employees, appraisers, etc. There are even occasions where
criminals have been caught setting up fraudulent offices that serve to deceive the banks and
financial institutions looking to verify borrowers employment, the appraiser, or credit agency.

Foreclosure Rescue Schemes: The perpetrator identifies homeowners who are delinquent and

at risk of defaulting on their mortgages, or whose houses are already in foreclosure. They
mislead the homeowner into believing that they can save their homes in exchange for a
transfer of the deed, usually in the form of a quit-claim deed, and up-front fees. They may also
convince the homeowner once the deed was transferred, they will be allowed to remain in the
property as renters with an option to buy it back when their financial situation improves. The
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perpetrators profit from these schemes by cashing out the equity, remortgaging the property,
or just taking the fees paid by the homeowner and disappearing, without making any loan
payments and without preventing the foreclosure. The victim loses their home, any equity they
had in the home, as well as the up-front fees, and they get evicted if they remained as renters.
The lender who had to foreclose also faces financial losses in the transaction.
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Il. The Rise of Mortgage Fraud Nationally and Where Florida Ranks
Florida Ranked as Leading State in Mortgage Fraud

Mortgage fraud rising nationally

Reports of Mortgage Fraud have been rising sharply across the country. One way to see this
trend is to look at data from the FBI Financial Crimes Enforcement Network (FinCEN), an agency
of the Department of the Treasury. FInCEN compiles data on Suspicious Activity Reports (SARs)
for various types of crimes including suspected mortgage fraud. SARs are filed by banking and
financial institutions subject to the Bank Secrecy Act (BSA). The chart below shows a rising
number of SARs for mortgage fraud filed over the past 10 years. The numbers have been
increasing sharply since 2002. The chart below shows SARs for mortgage fraud rising from 1,720
in 1997 to 52,868 in 2007. From 2006 and 2007 the number of SARs increased 42 percent.
Rising price of real estate over this period is one of the possible explanations for this increase in
SARs as more people have been tempted to misrepresent their finances in order to secure
mortgage financing.

Table 7: U.S. Mortgage Fraud Suspicious Activity Reports

Mortgage Loan Fraud SARs (U.S.)
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*Data from FinCEN
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Mortgage fraud rising in Florida

Similar to the national picture, Florida saw a rise in SARs for mortgage fraud according to
FinCEN data. As the chart below shows the number of mortgage fraud SARs rose from 58 in
1997 to 3,431 in 2007. In 2007 there were 51 percent more SARs filed than in 2006, rising
substantially during the past three years. According to an FBI report on mortgage fraud, rising
foreclosures and distressed homes are added incentives for perpetrators to commit frauds
related to builder-bailouts, seller assistance, short sales, foreclosure rescue, and identity thefts
for instance.

Table 8: Florida Suspicious Activity Reports for Mortgage Fraud

Mortgage Loan Fraud SARs (Florida)
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*Data from FinCEN

So where does Florida rank in terms of SARs? According to FinCEN, Florida (the fourth largest
state by population) was ranked second in terms of SARs in 2007 after California (the largest
state by population). Ranked below Florida are Texas, North Carolina, Ohio, Virginia, Illinois,
Michigan, Missouri, and Arizona.

NAR Research Page 9



Table 9: 2007 Top 10 states by Mortgage Fraud SARs

California 20,688
Florida 3,431
Texas 2,984
North Carolina 2,736
Ohio 2,247
Virginia 1,962
Illinois 1,883
Michigan 1,688
Missouri 1,481
Arizona 1,386

*Data from FinCEN

While these numbers are interesting, one would expect that Florida would rank high in these
measures based on its size and the size of the real estate market in Florida. There are some
other reports that rank Florida as having one of the worst problems with mortgage fraud when
factoring out the size of the state. The Mortgage Asset Research Institute (MARI) publishes a
report on mortgage fraud for the Mortgage Bankers Association (MBA). This report includes the
MARI Fraud Index. According to this index, which compares the number of reported incidents
of mortgage fraud relative to the number of mortgages initiated, Florida has moved from
number 7 in the ranking in 2003 to number 1 in 2006 and 2007. In 2007 Florida had 19 percent
of fraud allegations, yet only about 9 percent of all mortgage originations giving it the highest
incidence of mortgage fraud according to the MARI Fraud Index. Other states featured
prominently in these rankings include Nevada, which moved up the rankings from 13 in 2003 to
2 in 2007, Michigan, California, Utah, and Georgia.

Table 10: Florida MARI Fraud Index Ranking

Rank MFI
2007 1 215
2006 1 217
2005 3 169
2004 5 180
2003 7 159

*Data from MARI

According to an FBI study, foreclosures and mortgage fraud are highly correlated. Rising
foreclosures present criminals with an opportunity to exploit those in need of financial help.
Florida ranks very high nationally in foreclosure rates according to several different measures.
The chart below shows data from the Mortgage Bankers Association on the rising foreclosure
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trend in Florida. It shows the percentage of foreclosures started relative to the total number of
mortgages through the third quarter 2008.

Percentage Mortgage Foreclosures Started - Florida
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In Summary, Florida ranks near the top of all states in terms of mortgage fraud not only in the
absolute number of cases, but also in terms of the number of incidents relative to market size.
Florida has long been one of the top markets for real estate investment and is one of the
leading states in terms of foreign buyers and purchase of investment and second homes. The
desirability of Florida real estate, large fluctuations in house prices, and rising foreclosures
provided ready opportunities for those seeking to engage in mortgage fraud.
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lll. Most Prevalent Types of Mortgage Fraud
Most common types of Mortgage Fraud Nationally

The types of mortgage fraud are classified into different categories. Many mortgage fraud
schemes especially those perpetrated by industry insiders can be complex and involve several
different types of fraud. For instance many property flipping schemes use straw buyers, forged
documents, or other types of misrepresentation. The agencies that provide reports about the
incidence of mortgage fraud usually report the percentage of reports by different categories,
and the categories can be overlapping. According to a FinCEN survey, the most prevalent form
of mortgage fraud was misrepresentation of income, assets or debts (43 percent). That was
followed by forged or fraudulent documents (28 percent), occupancy fraud (14.4 percent),
appraisal fraud (13.1), ID fraud (10.2), straw buyers (5.7 percent), ID theft (3.5 percent), and
flipping (2.7 percent) as seen in the table below.

Table 11: Distribution of Type of Mortgage Fraud

Type of fraud Percentage
Misrepresentation of income, assets, or debts 43.0%
Forged or fraudulent documents 28.0%
Occupancy fraud 14.4%
Appraisal fraud 13.1%
ID fraud 10.2%
Straw buyers 5.7%
ID theft 3.5%
Flipping 2.7%

*Data from FinCEN (from sample of 2006-2007 data)

The Mortgage Asset Research Institute’s Quarterly Fraud Report (2008 Q2) has some detailed
information on the most common types of mortgage fraud in three of the leading states
(Florida, California, and lllinois). According to the report, 21 percent of Florida mortgage
applications contained some sort of misrepresentation in the second quarter 2008, followed by
California at 15 percent and lllinois at 12 percent. The report indicates that Miami and Tampa
MSAs rank first and second respectively within the state in mortgage fraud. Florida has a higher
incidence (79 percent) of general application misrepresentation. Also, at 40 percent, Florida has
a higher level of asset or debt misrepresentation. Florida also has noticeably higher percentages
of appraisal misrepresentation (21 percent) and escrow closing document misrepresentation
(13 percent) than the other leading states.
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Table 12: Type of Mortgage Misrepresentation for the Top Three States

Florida California lllinois
General Application Misrepresentation 79% 56% 70%
Income Misrepresentation 37% 29% 49%
Employment Misrepresentation 16% 9% 19%
Asset or Debt Misrepresentation 40% 22% 19%
Occupancy Misrepresentation 6% 4% 5%
ID Theft 2% 2% 0%
Verification of Employment Misrepresentation 19% 13% 14%
Verification of Deposit or Bank Statement Misrepresentation 31% 31% 22%
Tax Return or Financial Statement Misrepresentation 26% 27% 24%
Undisclosed Non-Arm's Length Transactions 2% 7% 3%
Appraisal Misrepresentation 21% 13% 16%
Credit History Documentation Misrepresentation 3% 0% 3%
Escrow Closing Document Misrepresentation 13% 2% 3%

*Data from MARI (2008 Q2)
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IV. Assessing the Impact of Mortgage Fraud and Measures to Prevent It
Assessing the Impact of Mortgage Fraud

There are a wide range of reports that attempt to estimate a dollar loss from mortgage fraud.
Assessing the economic damages from mortgage fraud is difficult because no agency regularly
computes statistics quantifying the costs associated with mortgage fraud cases. Also, defining
the impact and who is affected by mortgage fraud is a very complicated matter itself, especially
given the uniqueness of many mortgage fraud cases and schemes. The fraudulent loans that
enter the mortgage pipeline constitute one type of damage. Also, the costs associated with
trying to prevent mortgage fraud in the first place places a financial strain on the system. There
is also a cost for resources spent trying to resolve uncovered mortgage fraud schemes and
servicing the fraudulent loans. Finally, there is a less tangible cost to the affected
neighborhoods and the damage done to the mortgage finance system by those committing
fraud.

The FBI along with the Mortgage Bankers Association released figures showing that the 35,617
mortgage fraud SARs in 2006 resulted an estimated $946 million dollar overall loss. That would
mean that each SAR had a loss associated with it of $26,560.35. Multiplying that number by the
number of SARs in Florida in 2006 of 3,431 results in an estimated loss of about $91 million
dollars. This is a very crude estimate, and assumes that the dollar loss per SAR in Florida is
similar to that of the U.S. Other estimates of losses from mortgage fraud have ranged from
about $4 billion to $10 billion dollars in recent years. That would make Florida’s damage in the
hundreds of millions of dollars. Estimating a specific dollar amount is a difficult task. Moreover,
consumers’ faith in the system of buying or selling a home is compromised by mortgage fraud.

What are the State and Federal Government doing?

The FBI and Department of Justice are teaming together on several initiatives to help identify
and prevent mortgage fraud. One of the key initiatives going forward is working with banks to
create a centralized data repository that can help identify and prevent mortgage fraud from
occurring.

In addition to the number of SARs, the FBI reports that the number of investigations has risen
from around 400 in 2002 to about 1,200 in 2007. The FBI has also launched a national effort to
take down mortgage fraud schemes with “Operation Malicious Mortgage”. Between March and
June 2008 this effort resulted in over 400 defendants being charged with mortgage fraud.
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Florida lawmakers are proposing making mandatory criminal background checks for some of
those involved in mortgage finance in the state, banning certain types of loans, and
resuscitating a state fund to help compensate mortgage fraud victims. Under current laws
brokers are only screened when they first apply for a license and are supposed to self report
any arrests. The proposed laws would make Florida among the most regulated states in the
country in terms of mortgage fraud.

What can REALTORS® do?

REALTORS® can fill a valuable role in helping stop mortgage fraud. First, REALTORS® can be
aware of the schemes described earlier in this report. Also, unlike people working at financial
institutions, who are required to report suspicious activities under the Banking Secrecy Act, real
estate agents are not required to report SARs. REALTORS® should be aware of any such
activities and bring them to the attention of their broker or manager.

Some possible red flags:

1 Significant sales price adjustments that are not supported by comparable market data
possibly accompanied by a request that the list price in the MLS be altered to reflect
appraised value.

1 Required use of a particular appraiser

1 Down payment assistance programs that charge excessive fees or that attempt to place
restrictions on how their participation is reported in contract documentation, including
the HUD 1

1 Large seller contributions, possibly in the form of provisions for large decorator or
improvement allowances

1 Mortgage brokers who refer prequalified buyers to agents

1 AQuestionable statement about the buyer’s ability to own and occupy the property. For
example, the buyer is retaining their previous property or there is an unrealistic
commute to the buyer’s employment

1 Buyer has very limited credit history and existing history is with high rate consumer
finance companies
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1 Credit history indicating the repayment of a prior obligation did not include any interest
payments

1 Unrealistic income for occupation
1 Recent drastic increase in income due to a raise or a new job

f Names on sales contract, appraisal or title work differ from seller’s name
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Resources
FBI

T http://www.fbi.gov/publications/fraud/mortgage fraud07.htm

9 http://www.fbi.gov/pressrel/pressrel07/mortgagefraud030807.htm

FinCEN
M http://www.fincen.gov/news room/rp/files/sar by numb 11.pdf

9 http://www.fincen.gov/news room/rp/files/MortgageLoanFraudSARAssessment.pdf

9 http://www.fincen.gov/news room/rp/reports/html/mortgage fraud112006.html

MARI
M http://www.marisolutions.com/pdfs/mba/mortgage-fraud-report-2008Q2.pdf

9 http://www.marisolutions.com/pdfs/articles/exposing myth.pdf

I http://www.marisolutions.com/pdfs/mba/mortgage-fraud-report-10th.pdf
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