
IF THERE IS ONE SIDE OF THE MORTGAGE

industry that can be considered age-old
and cutting-edge at the same time, it is

fraud. In a recently released report, the FBI
noted the number of filed mortgage-fraud
reports jumped from 6,936 in 2003 to
17,127 in 2004 (see related story in the
Business Alert department).

Mortgage-fraud and financial services
technology expert Mark Fleming has spent
several years studying fraud in the mort-
gage lending arena. Fleming—director of
economics and modeling for Sacramento,
Cal i fornia–based C&S Market ing, a
provider of automated valuation technolo-
gy and fraud-detection tools—consults and
implements fraud-prevention strategies
for lenders nationwide.

Prior to joining C&S Marketing, Flem-
ing worked at Fannie Mae, where he devel-
oped property valuation models designed
as part of collateral-assessment applications
used in mortgage origination, quality con-
trol and loss mitigation. He also managed
a model development and implementation
team responsible for maintenance and
development of collateral model produc-
tion code and data sets for mortgage origi-
nation software and automated property
valuation applications.

Mortgage Banking recently interviewed
Fleming about the new FBI report and the
current state of mortgage fraud and efforts
to contain it.

Q : Can you define “mortgage fraud”
and describe its impact on mortgage lend-
ing, both in terms of dollars and cents and
how it’s affected the way business is done?

A : There are a couple of different types
of things that are called fraud. There’s the
distinction between fraud for housing ver-
sus fraud for profit. When trying to detect
it [fraud], there’s the distinction between
compliance and actual, outright fraud.

Compliance is something where we are
checking applications to make sure all of
the fields that are required to be filled are
filled in, that the information is accurate

and correct, that the appraiser gave comps
like he was supposed to and all the rules
and regulations of the process were
adhered to.

And, depending upon who you talk to,
some people would say that if there’s a
compliance issue, that could be considered
fraud.

In my mind, compliance fraud is not
having those things correct—but it not

being intentional, it’s not really fraud. If it’s
intentional, it’s fraud.  

Fraud for housing falls in that compli-
ance category as well. The intent is to inten-
tionally do something incorrectly on the
loan application . . . whether it’s pretend-
ing to be somebody they’re not, whether it’s
stating they have more income than they
really do . . . the real goal for them is to get
into the house. They have [every] intention
of paying that loan once they’re in.

Both compliance fraud and fraud for
housing generally would be characterized
as not particularly risky or particularly cost-
ly to the lender. 

When we use the word “fraud,” we are
really talking about the fraud-for-profit
aspect. And that’s were the intentional

misstatement of facts on the loan applica-
tion or the manipulation of the process
itself is purely for the benefit of taking
money out and leaving . . . with no inten-
tion of paying.

In some schemes, some fraud perpetra-
tors will pay on some loans in order to
continue to be able to perpetrate the
fraud. It’s like a pyramid scheme . . . then
all of a sudden they disappear. That may
be up to a year [later], or in some cases up
to two years.

That’s what really costs you money—
fraud for profit. Fannie Mae has claimed
that fraud, where identified, has a severity
loss of 50 percent . . . that’s pretty high. As
opposed to the other [types of fraud], which
in many cases . . . you never lose money in
lending unless they chose not to pay the
loan. If you have identified that someone
has misrepresented themselves, but they
are paying and it’s a performing a loan, is
it an issue? It might be.

Q : So one type of fraud is a proverbial
fe lony and the  other  i s  a  proverbial  
misdemeanor?

A : Right. There might be an issue with
the regulator who looked at the loan [and]
who might be upset they didn’t comply. Or
you might have trouble selling the loan. . . .
But ideally, really the issue of risk is loss,
and loss only really happens in the default
situation. 

So for us, our tools and products are
designed to look for the opportunity for
fraud profit, as opposed to compliance-
checking and crossing your T’s and dotting
your I’s kind of issues. While they have to
be out of compliance for it to be a fraud-for-
profit type of situation usually, there [are] a
lot of reasons—typos, for example—why
you might find a noncompliance issue and
it [would] not be fraud.

Q : Mortgage fraud has seemingly been
around forever, but when did it rise to the
level of being a significant problem in the
industry?

A : Probably within the last three to five
years. But I’d say it probably goes in cycles.
There’s interest in this issue at certain
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times, and then it wanes, a lot of it depend-
ing upon [where you are in] the cycle of the
mortgage markets themselves.

I think the technology to be able to do
something about [ fraud]  has been a
recent thing within the last five years.
The Internet and other records databases
and computer-scoring systems [have] all
facilitated the ability to build tools for
compliance-detection, fraud-detection
and whatever else. 

That, in concert with the advent of the
automated underwriting system around
1995, meant that when automated under-
writing started to become a very popular
method, all of a sudden lots of loans were
being underwritten and approved without
any human underwriting contact.

In the traditional sense, prior to that the
underwriter was always your first line of
defense. He or she would look at that and
[say], “You know, something’s fishy.” They
would identify it . .  .  and maybe they
would be able to stop the fraud.

But as soon as you take away the under-
writer and put the automated system in
place, now you need [to substitute] an auto-
mated system to make that sort of gut-
check.

Q : So technology has been a double-
edged sword?

A : Exactly. Fraud is one of those inter-
esting things that . . . you don’t have it
until you find it. Someone says, “Oh, I have
no fraud.” But it really means in all likeli-
hood they just haven’t found any fraud. It’s
probably in there to some extent . . . at
least compliance issues . . . nothing is real-
ly ever perfect. But you have to look for it to
know it exists. I guess maybe part of the
reason it’s become a . . . [more high-profile
factor is] because the tools have come about
and now they are flagging things and find-
ing things and all of a sudden they are say-
ing, . . . “Oh, my gosh.”

Q : What are some of the common mis-
perceptions about mortgage fraud?

A : I think it depends on when you ask
that question. Recent things like the FBI
report . . . lead people to say it’s this big
important issue, but ask that question a
few years from now and people would
say it’s something the business just has to
deal with. 

I think in actuality it pretty much hap-
pens at about the same rate all the time,
and we focus on it and then lose focus on it. 

Another misperception is the nomencla-
ture that is used . . . such as “flipping.”

Fraud and flipping are [believed to be] the
same thing . . . [but] not necessarily. Flip-
ping activity actually can be a perfectly
legitimate, non-illegal thing to do, although
we always think of it as [having] a negative
connotation.

For example: [Let’s say] you found out
your neighbor down the street hoped to sell
his house, and you ask him how much he
was selling it for . . . and he tells you the
price, and clearly it’s 10 percent underneath
what you believe is the good market value
of the house. Would you potentially offer to
buy it for that price from him . . . and turn
around the next day and put it back on the
market and sell it for its true value? Is there
anything wrong with that? It’s market arbi-
trage.

The negative or illegal flipping is more
along the lines of misrepresenting the
house as being something it’s not, to justi-
fy the price. That is where you buy a fore-
closed property and do cosmetic changes to
it to hide significant problems such as ter-
mites, and you sell it to an unwitting indi-
vidual for significantly more than it’s
worth. It’s very difficult to identify the dif-
ference between the two.

Q : What steps or processes would you
recommend lenders put into place?

A : That really depends on what kind of
lender you are, where you lie in the mort-
gage finance food chain. Are you a broker?
Are you a lender-wholesale shop, retail
shop, secondary market? They all have dif-
ferent needs.

I think, ultimately, you need to have a
process that there’s always . . . ultimately,
the human check on something. . . . If a
fraud tool is flagging something, saying
this is bad . . . red light . . . or something like
that, it wouldn’t be a prudent practice to
simply deny the loan at that point. Really
what that is saying is that this is a loan
that probably needs further due diligence
and further review. And, depending upon
what kind of a lender you are or where you
are in the finance food chain, that might
mean you take it out of the automated
underwriting stream and take it to a
human underwriter.

Or, if you are a secondary market pool
purchaser, you might take it and get a BPO
[broker price opinion] done. . . . Your
actions will be done depending upon who
you are, but ultimately it’s really saying we
need to step up the level of action.

Because we score [loans] at relatively
low cost in automated fashion, and then

you start to pump out [one loan] in a work-
flow which is clean and cookie-cutter, it
stays in the automated process, [while
another loan] which is suspect goes down
a due-diligence human process . . . and
[another loan] which is even more suspect
goes down an even more diligent human
process. 

In the general scheme of things, the . . .
pricing of [fraud] tools is all over the map,
but relative to the average loan size . . . it’s a
pretty small amount . . . we’re talking 10,
20, 30 [dollars] for a $300,000, $400,000,
$500,000 loan. An appraisal is $350. The
cost in percentage terms of doing these
checks is relatively small compared to the
size of this loan you’re trying to close. 

Q : Has the role of government and law
enforcement been adequate so far?

A : The FBI in particular has been
ramping up its efforts. They are getting
more complaints, but they are also acting
on more things. . . . I think they have more
staff than they did before looking at these
sorts of issues.

It’s costly to find and apprehend and
prosecute people for fraud. So in a sense, a
best course of action is to try and prevent
it before you get it. To try to fix it or to try
to get your money back can be a very diffi-
cult task.

Q : Is there a deterrent effect when the
FBI puts out a big report and makes a big
show out of making arrests and prosecuting
fraudsters?

A : Sure, I think so. Maybe you were
contemplating doing it, and you thought
that this is something nobody pays atten-
tion to and it’s really easy. I think your per-
ception may be changed when you read
about that kind of stuff in the paper.

Q : But your end of the business is pre-
ventive, so it doesn’t happen?

A : Absolutely. Ultimately, I think it
shifts itself around. Those who are going
to perpetrate fraud are going to do it
regardless . . . particularly those who are
going to do it seriously and in large range
for millions of dollars. They are going to
find ways to do it one way or another. So
knowing it’s out there, the task is to pro-
tect yourself against it. 

Ultimately, what that means is that it’s
going to go somewhere else. But to prevent
it and make it more difficult, it means that
the people perpetrating fraud will go and
find a lender who won’t deny them . . . [a
lender] who will make it easy. 

The thief who wants to steal a car . . .
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walks a row of cars in the parking lot. If
there’s a Club® on the wheel, it’s less likely
[to be stolen] than the car next to it, where
the door is unlocked. If you make it more
difficult, they will move somewhere else.

Q : What did  you think of  the  FBI
report? Was there anything new or surpris-
ing in it?

A : From my perspective, one of the
interesting aspects is the types of fraud
they talk about—straw buyers, identity
theft, flipping schemes—these are all
much less related to compliance issues.
This is not compliance fraud; this is fraud-
for-profit situations . . . this is the high-dol-
lar-cost risk types of fraud they were talk-
ing about.

Ultimately, that has to be a function of
the collateral. Because the collateral is
where the money is that you are trying to
get out of the system. [F]or a fraud to hap-
pen, you have a buyer, you have to have
access to the money channel . . . which is
usually a broker or the loan officer or the
correspondent lender . . . and you have to
have the collateral, which is the asset that
the mortgage is supposed to be against. 

And in some way, you are misrepresent-
ing the value of collateral to the money
channel. So [in] these schemes, either wit-
tingly or unwittingly the money-channel
guy is involved. He might be involved
unwittingly. [In] many of these cases, it’s
found they are involved wittingly, know-
ingly, in this along with the borrower who
is misrepresenting this along with an
appraiser. Now an appraiser is often an
unwitting party to this process.

Ultimately, what we try to focus on is,
[whether there is] opportunity for the col-
lateral to be misrepresented. Because that’s
the situation where the fraud for money
can be perpetrated. If it is hard to misrep-
resent the collateral, then if I start flagging
things as fraudulent, it’s much more likely
to be a compliance kind of issue or a mis-
representation or a typo kind of thing, and
that’s not really where the risk lies . . . that’s
not where the loss-severity cost to the
lender is. So we try to focus on tools mea-
suring that collateral opportunity concept.

Q : The FBI report on mortgage fraud
noted, “[The] mortgage industry is void of
any mandatory fraud reporting,” while fraud
in the secondary market is often underre-
ported. The report also notes the industry
itself does not provide estimates on total
industry fraud. Should there be mandatory
fraud-reporting in the industry?

A : I don’t know. I guess I’m agnostic
on that. Again, it gets back to the detection
of fraud. The only fraud I know about is
the fraud that I find. What about the fraud
I didn’t find? I can’t report it if I didn’t
find it.

I guess it’s a double-edged sword. Usu-
ally in lending operations, review of loans
happens on a sample basis, because of the
volumes you can do with the automated
systems. So you usually review anything
that goes into default. And at that time you
might detect if something is fraudulent or
not. It might have been fraud, but it’s not
significant enough that it’s worth the
effort or cost to report it . . . to go after the
perpetrator for it. 

If it’s $20,000 worth of fraud, if I send it
over to my legal counsel, my legal efforts
to get the money back might be swallowed
in a very short period of time by my legal
costs. So this only rises to the level of a real
issue when it’s big. And when it defaults.

All that fraud for housing, it’s never
reported because it never defaults. We
never really look at performing loans. If the
guy is paying on his loan, we’re just going
to leave it alone and let it keep doing that. 

Q : What basic technology does every
lender need to prevent mortgage fraud?

A : If they are using automated systems
for underwriting or for workflow stream-
lining, the basic tool would be something
that focuses on what is the opportunity for
the collateral to be used as the vehicle for
fraud.

If you’re not looking at that aspect of it,
you’re going to catch a lot of compliance
violations—which is not a necessarily a
bad thing, but that’s not the stuff that’s
going to cost you money. And the false-
positive rate, by which I mean the flagging
of things that there really isn’t anything
wrong with . . . like a typo . . . [is] much
higher if you are looking for compliance-
type checks rather than trying to determine
whether the vehicle for getting money out
of the process for profit is there.

Q : How are automated valuation mod-
els [AVMs] affected in the mortgage industry
due to fraudulent loans?

A : AVMs are a good tool to use—not
alone, but with other techniques—because
it provides a quick, inexpensive, unbiased
check on market value. That being said, I
think in local markets where fraudulent
activity is happening, the AVM will actual-
ly begin to support fraudulent activity. 

[For] example: If there is a market

that’s going through foreclosure, one of
the hallmarks for getting money out is in
foreclosure, because you can buy them
usually under market value and sell them
for significantly higher . . . this is classic
flipping, right? 

In those sorts of markets, if you begin
to have some of that activity and some sales
transactions, some fraudulent transactions
go through, and the loan closes, and the
transaction is recorded into the public
records data. And then the AVM comes
along and looks at the next transaction and
wants to do a check and calculate the
value, and they do the search for the com-
parable properties that they are going to
use for the AVM process. And they pull
three comps that were themselves fraud,
then those prior fraudulent transactions
support the new one.

The AVM can suffer the same problems
as it begins to see the fraudulent transac-
tions as legitimate and supports the market
instead of saying, “No, this is not the right
number—it’s too high.”

Q : So technology is only as good as the
people using it , and there has to be a
human element?

A : Yes, a  human element or  tech
checks to say, “I understand the AVM may
be supporting it, but if you look at the other
aspects, there’s foreclosure activity, flipping
activity, there’s other elements of the mar-
ket in place. . . .” W]e need to be more care-
ful to remove your reliance on that AVM
number [and, when needed,] bump it to a
human individual who will look closely
and ask, “Is this really right?”

Q : Where do you see mortgage fraud
going from here and the industry’s ability to
combat it?

A : I think our ability to combat it will
get better. There are still many things that
can be done with the models and the
underlying data, [and with] the collection of
new and different types of information to
combat it. As long as the mortgage industry
stays interested and focused on these sorts
of things, then we can begin to develop
reporting and tools that they can all help
each other with.

That being said, the perpetrators of
fraud will come up with new ways to do it.
As soon as we figure out what they’re
doing, they’ll figure out another way to do
it. So we’ll have to continue to chase them
down.

Charles Wisniowski is a correspondent for Mortgage Banking.


