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Mortgage fraud is now a part of our lexicon, but few peo-
ple understand what this means and the harm it causes. 
Mortgage fraud is a catch-all phrase that encompasses 

schemes allowing parties to a real-estate transaction involving a 
mortgage to obtain money through illegal or unethical means. 
Mortgage fraud cost us, as a society, somewhere between $946 
million and $4.2 billion in 2006,1 and the cost will increase.

Residential mortgage transactions are particularly susceptible 
to fraud, since the mortgage lending industry relies on patterned 
transactions to simplify home sales and mortgage fi nancing with 
as little cost and time as possible. In a “normal” residential sale 
transaction, the buyer, seller, and real-estate broker(s) negotiate 
a sale using a model purchase agreement. The buyer meets with 
a loan offi cer from a mortgage broker or lender, and chooses a 
standard loan product to fi nance the transaction. The lender ob-
tains an appraisal of the property and a credit report for the bor-
rower. After loan approval, the lender obtains a title insurance 
commitment. A closing agent (usually a title insurance agency) 
accounts for the parties’ funds, distributes the proceeds of the 
transaction, arranges for recording the mortgage, and issues title 
insurance policies for the buyer and lender. The lender sells the 
loan to an investor, and the borrower makes monthly payments 
to the servicing agent selected by the investor. Because the docu-
ments and the roles of the parties are very uniform, nobody per-
forms much due diligence. Hence, it is relatively easy to interject 
false documents or parties into the transaction to obtain money.

Mortgage fraud schemes are extensive, ranging from the sim-
ple to the complex, and far too common. Some of the more com-
mon schemes are:

Inflated Income or Assets

Recent audits by one lender found income signifi cantly over-
stated in two-thirds of the applications submitted for credit on a 
“stated income” basis (i.e., where the borrower’s income is not 
verifi ed). Sometimes the borrower borrows the down payment 
without revealing the obligation to repay it. The debt may be 
mischaracterized on the settlement statement as an unrecorded 
lien or as unidentifi ed management services that are paid at clos-
ing. Making false representations in a loan application, providing 
false documents to verify income or assets, and knowingly proc-
essing a false loan application are crimes.2

False Social Security Numbers

Borrowers sometimes use a stolen Social Security number or 
fake identifi cation documents of a person with “good credit” to 
obtain a loan. More sophisticated thieves use a good Social Secu-
rity number and a fake name (“synthetic ID theft”) to make it 
harder to detect and identify the thief.

Altered Documents

W-2 forms, bank statements, title commitments, leases, tax 
returns, and all manner of documents used to verify income and 
asset information have been altered or forged. Fake employment 
verifi cation forms can be purchased over the Internet. Some bor-
rowers forge discharges from their prior lender or erase the loan 
from the schedule of exceptions on a title commitment to avoid 
paying the balance of their prior loan.

Multiple Loans

Lenders rely on the credit report and title commitment to locate 
the borrower’s obligations. There is generally a “gap period” be-
tween the date that documents are submitted to the register of 
deeds for recording and the date they become available for inspec-
tion. There is also a gap on credit reports between the date of a 
loan payment (or a missed payment) and the date that information 
is listed in a credit report. Some borrowers close two or three re-
fi nance loans on one property with different lenders during a “gap 
period,” knowing that the lenders and title agencies cannot fi nd 
the other loan transactions.

• Mortgage fraud costs us billions 
of dollars each year.

• Liar loans are
destroying lenders.

• Under-the-table payments 
are illegal.

• Education, disclosure, detection, 
and enforcement are the keys to 
stopping fraud.
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Inflated Deposits and Soft Second Mortgages

Consumers with equity interests in their home are less likely 
to default on their mortgage payments. Hence, most loan pro-
grams require a down payment. A buyer may give a false pur-
chase agreement to the lender, showing a false earnest money 
deposit and an infl ated purchase price. Or, a buyer and seller 
sometimes infl ate the purchase price of a home and offer seller 
fi nancing in lieu of a down payment so that the buyer can obtain 
a larger loan than would be permitted by the lender’s underwrit-
ing standards. The seller’s note and mortgage are torn up after 
the closing.

Identity Theft

The closing agent relies on the borrower’s driver’s license or 
other forms of identifi cation to verify that persons who physi-
cally sign the deed, note, mortgage, and other documents have 
authority to sell the home and borrow money. In Michigan, a 
forged mortgage is void.3

Straw Buyer

A real-estate investor may ask a friend or relative, or pay some-
one, to be a “straw buyer.” The investor promises to make monthly 
loan payments and to pay off the loan within a year or two. In 
some cases, a land speculator purchases a home at a low price, 
and conspires with a straw buyer to sell the home for an excessive 
price. The proceeds are used to make monthly payments on the 
loan. Criminal liability for making a false loan application aside, 

the straw buyer’s credit rating is ruined when the investor stops 
making loan payments.

Inflated Appraisal

The homeowner, seller, or mortgage broker may have an illegal 
arrangement with an appraiser to infl ate the true value of the 
property, or may provide fraudulent comparable sales information 
to the appraiser, so that a loan will be approved for an amount that 
exceeds the home’s market value.4 The excessive valuation may be 
justifi ed by fake pictures of the subject property, or property val-
ues from other fraudulent transactions.

Money Laundering

It is very easy to prepare and record a forged deed. To launder 
money, a straw buyer uses illegally obtained funds to buy the 
home from the fake seller. The title agency unknowingly takes the 
illegally obtained funds, and issues its own check to the fake seller 
with good funds. The object of the transaction is to exchange the 
seller’s funds to hide the trail of money to its illegal source.

Foreclosure Rescue

Some real-estate “rescuers” offer to “help” homeowners in dif-
fi cult fi nancial situations; however, the real purpose of “saving” a 
borrower that nobody else considers a fair credit risk is to “strip” 
the homeowner’s equity. A homeowner facing foreclosure may 
deed the home to a rescuer, who promises to sell it back at a 
higher price in a year or two through a land contract or lease 
with an option to purchase. The rescuer obtains a conventional 
loan to buy the home, and may even convince the homeowner 

to sign over to the rescuer the 
sale proceeds with the rescuer’s 
promise to pay off other debts 
owed by the seller. The rescuer 
knows that the homeowner has 
no means of obtaining a new 
loan to buy the home back at 
its infl ated price.

Servicing Transfers

Federal law requires a lender 
to send a Notice of Transfer of 
Servicing to the borrower when 
mortgage payments must be sent 
to a new loan servicer.5 Some 
thieves simply send a Notice of 
Transfer of Servicing, instruct-
ing the borrower to send mort-
gage payments to the thief.
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Flipping

Frequent sales of a property are not illegal. Higher sale prices 
may be justifi ed when the property is rehabilitated. However, fre-
quent sales at increasing prices between parties with a hidden 
relationship can make the property appear more valuable than it 
is. Sometimes the parties attempt to justify the price increase 
with cosmetic improvements that hide more serious problems. 
Flipping is often accomplished with the help of an improper 
appraisal and intentional misrepresentation of the condition of 
the property. Some fl ippers misrepresent that they own the prop-
erty, or that the property is subdivided. These deceptions are 
sometimes assisted by a false title insurance commitment. The 
FBI website6 highlights the case of a collapsed Detroit home sold 
one day for $25,000, and the next day for 10 times that amount.

Occupancy Fraud

Mortgage lenders require higher down payments for second 
homes and investment properties than for loans secured by a prin-
cipal residence. To obtain better loan terms, borrowers sometimes 
state that a second home or investment property will become their 
principal residence after the closing.

Inflated Credit History

Borrowers with poor credit payment histories may purchase 
the right to become a “co-borrower” on good credit accounts 
(“tradelines”). Good tradelines dilute the impact of the borrow-
er’s poor tradelines and raise the borrower’s credit score. This 
scheme is not yet illegal. The national credit bureaus are work-
ing to identify these borrowers to eliminate the impact of pur-
chased tradelines.

Misleading Disclosures

Federal rules require disclosure of an estimate of closing 
costs within three days after a mortgage broker or lender re-
ceives a residential mortgage loan application.7 Borrowers also 
receive an estimate of the annual percentage rate and monthly 
payments within three days after providing a purchase money 
loan application to a lender.8 However, this information need 
not be redisclosed if the actual closing costs are different.9 Some 
brokers provide disclosures for a “prime” loan, but arrange a 
“sub prime” loan for a borrower, even though the borrower would 
qualify for a prime loan. This does not violate federal law, and 
the borrower is at fault for accepting a loan that is more expen-
sive than the initial estimates.10 However, engaging in fraud, de-
ceit, or material misrepresentation is illegal.11 A lender or broker 
violates state law if disclosures are provided for low-cost credit, 
or low-cost credit is promised, when such credit is known to be 
unavailable to the applicant.

Required Use of Affiliates

A seller and his or her real-estate broker cannot require the 
borrower to use a particular title agency for the lender’s title policy 
if the buyer pays the insurance premium.12 Hence, it is illegal to 

require a documentation fee if the buyer does not use the seller’s 
preferred title agency. It is also illegal to require a borrower to use 
the services of an affi liated settlement service provider if the bor-
rower pays for the services.13

Kickbacks

It is illegal to directly or indirectly pay or receive something 
of value under an agreement or understanding that the payment 
is for the referral of settlement service business.14 It is also illegal 
to split a fee for settlement services without doing any work to 
earn a portion of the fee.15 Some mortgage brokers, lenders, and 
title agencies fi nd it more expedient to pay kickbacks “under the 
table” to assure business referrals than to generate business 
based on the merit of their services.

Failing to Disburse

Some lenders wait until after the loan closes to fi nish under-
writing a loan. If the borrower fails to meet underwriting require-
ments, or the loan cannot be sold at a profi t, the lender refuses 
to fund the loan. State law requires that a lender satisfy its writ-
ten lending commitments.16 While mortgage brokers have no re-
sponsibility to provide a written loan commitment, borrowers 
may not know that they cannot rely on the mortgage broker’s 
oral representations.17

Selling Fake Loans

Some unscrupulous lenders create documents for a loan that 
does not exist, and sell the loan to raise capital or hide losses. A 
lender may also sell a loan more than once to hide losses at the 

We need to teach 
financial literacy to 
all consumers in the 
public school system.
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company, or to satisfy credit obligations. The proceeds of the 
sale are used to make monthly payments to the loan purchaser.

Closing Agent Defalcation

Licensed title insurance agencies are required to keep trans-
action funds in a trust account. However, there is no require-
ment that a notary closing service (a “signing service”) maintain 
trust accounts. Employees of signing services may steal these 
funds, resulting in the failure of the closing agent to pay trans-
action proceeds.

What to Do?

Mortgage fraud succeeds because consumers do not under-
stand residential transactions. Hence, we need to teach fi nancial 
literacy to all consumers in the public school system. Financial 
literacy course materials, such as the Federal Deposit Insurance 
Corporation’s Money Smart program,18 are freely available. The 
Mortgage Bankers Association is sponsoring a committee to write 
uniform residential closing instructions, which will require the 
closing agent to be a “gatekeeper” against mortgage fraud.

The Conference of State Bank Supervisors and the American 
Association of Residential Mortgage Regulators recently proposed 
a uniform mortgage company and mortgage company employee 
licensing program to make licensing in multiple states easier and 
less costly, and to allow states to share information about bad act-
ors within the mortgage industry.

Society should also better identify and prosecute those who 
break the law. Most of the mortgage fraud scams referenced in 
this article are already illegal under state or federal law or both.

Finally, consumer disclosures should be made understandable 
and meaningful. A recent Federal Trade Commission Bureau of 
Economics report19 found that mandatory mortgage disclosures 
fail to convey key mortgage costs and terms. Disclosures should 
highlight information that really matters to the average home 
buyer. Some legislatures are proposing laws to prohibit unsafe or 
unsound lending practices, and practices that mislead consum-
ers. Better disclosures and safer lending practices may help con-
sumers avoid inappropriate real estate and loan transactions. ■

The full length version of this article, including additional foot-
notes and hypertext links to source materials, is available at http://
www.michbar.org/realproperty/materials.cfm.
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