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In October American Banker sat down to talk about mortgage fraud with executives from four vendors:
Jay Meadows, the chief executive of Rapid Reporting Verification Co., Jim O'Brien, the director of client
development at CoreLogic, Shawn McGowan, the CEO of Valocity Corp., and Louis Pizante, the vice
president of sales at Mavent Inc. The discussion ranged from questions about how big the problem is to
new risks - such as appraisers' identities being stolen. One conclusion: When lenders don't take every
precaution, the bad guys will know.

Doesn't it seem like a bit of a disconnect that there would be sort of a surge in fraud when you
have so many new fraud control tools, things that should be really cracking down on this
stuff?

JAY MEADOWS: It seems like we're always at these conferences and they're always talking about
fraud. And I think in a lot of cases it's that they're not using the kind of tools that are out there. I
think it comes down to how much fraud do you want to find? I know we can help on the identity side
and on the income side, but really, you have to use them to make it work. Just knowing about them
isn't going to help you.

JIM O'BRIEN: Think of it as a small marble in a big pool of threats. It's harder to find because it's
small, but it has a large impact on what you see in performance.

Fraud can actually be classified as two types: Fraud for profit, and fraud for a home. Something that's
just not understood is that there's a difference. Fraud for a home is a documentation issue. It's not
necessarily trying to deceive you to take your money as a lender: It's a compliance issue that should
be handled by a [quality control] person. Unfortunately, today, I've seen in most organizations,
underwriters are handling that function. But they're also handling the function of fraud loss. By
handling the two pieces, you confuse what they're looking for.

Remember, fraud itself tends to be a small piece or a small number of accounts in the total number
that they're reviewing. So, they're not really trying to understand what they're looking for or how to
find it. If you come up with the right tools and teach them how to find it and make it a cultural
change, you'll be a lot more effective.

SHAWN McGOWAN: I think you can have all the tools at your disposal that you want, and if there
isn't increased accountability throughout the process. ... I mean, what makes the difference between
fraud and a mistake? I think it's if you're participating in a transaction where you're knowingly
intending to mislead. I see this changing: There's more and more folks being held accountable. But it's
not broad-based.

LOUIS PIZANTE:The risk culture towards fraud hasn't evolved the way it has towards other risks like,
say, credit. I do agree that there's a lot of talk about fraud, but a lot of institutions aren't adopting the
tools and they're not using the tools aggressively. The fraudsters themselves are very quick about this
new technology, much more so than the institutions that are being defrauded.
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O'BRIEN: For fraud in retail operations, internal fraud is much bigger than external fraud. When that is
the case, the will to find it is very low.

MEADOWS: We've seen a significant drop in identity theft when a company starts using the Social
Security products that we have. We go directly to the Social Security Administration to check Social
Security numbers. What we found in our statistics is that when a company starts using it ... within
three months' time there's a significant change in the amount of identity fraud. We had one client that
started out at like 11%, and within three months they were down to about 4%.

The criminals know exactly who's using what, and so if they're trying to commit some of this type of
fraud - and certainly, I'm talking about fraud for profit - they're not going to use people that they know
have tools that are going to catch it. Of course, what to do with them once you catch them is another
story.

O'BRIEN: Another point on that piece: When we talk about fraud for profit, you can't commit it
without my committing it on the collateral. By marrying the two functions together, you get confused,
because there are so many false positives on the documentation side.

You have to jury-rig the collateral, because that's where the money's spent. It's all about the asset.
That's why our organization really focuses on that piece. You follow where the money is. If you focus
on the collateral piece, you'll catch it, because that's what has to be wrong.

McGOWAN: There has been every possible enabler for fraud in the last couple of years in the form of
accelerating appreciation rates, alternative loan types, the things that will allow the market to cover
certain types of escalating or false values, if you will. It's only when this market starts to stabilize that
all of those things are going to catch up on the collateral side.

There has been what I refer to as the perfect storm, these accelerating values: When you're looking at
20% and 30% appreciation rates in certain markets in a year, you have the ability to lose some of
those smaller transactions in the noise that's being created in a marketplace. Those types of things
allow for some of this to take place without the accountability the market is naturally going to hold the
process to.

What newer solutions are clients asking for?

MEADOWS: Clients are asking for an alien product, if they need to know alien status. And I've seen it
more, obviously, in Texas and California than I see it around the country. We've been working with
Homeland Security for two years-plus to try to find some route, whether it's for an alien-status report
[or something else]. I think that will be coming fairly soon. Of course, you've got federal agencies: It
might be some time before the end of the world.

McGOWAN: We're certainly seeing an ever-increasing request for some type of automated collateral
prequalification at the very front end of the process so that at the time the order is placed, if there's a
significant disconnect between the value and some type of benchmark, it may change the type of
product that they want to order, or it may raise questions that are addressed before they move
forward.

Why not use an [automated valuation model] to do that?

McGOWAN: I think AVMs have come a long way. As a matter of fact, I continue to be impressed with
the progress they're making. But the reason there isn't one product in our marketplace is because one
product doesn't work in all situations. High-value properties may not be a best fit for AVMs. So,
unfortunately, it isn't the perfect solution. I do think, though, it is part of a solution.

O'BRIEN: I would agree: No one solution is an all-purpose solution. I'd be careful about AVMs, though.
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We've found in our data that our worst performance scores are most likely supported by AVMs. In fact,
the 3% worst scores in our pools that we analyzed, 70% of the time they're supported by an AVM. And
the reason for that is very simple: AVMs do not pick up foreclosure and property information. They
really work off the last comp data. So if you've got a market that's being turned over - for instance, a
foreclosure property that was bought for $30,000, and all of a sudden it becomes $150,000 - the AVMs
are picking up $150,000. They don't understand that it was $30,000 just two months ago in a
foreclosure situation.

Therefore, by [overlooking] property risk and flipping and foreclosure risk in their evaluation and only
concentrating on price risk, [lenders are missing] really two of the three risks in collateral risk
management. It doesn't mean it's not an effective tool; it's an effective tool when you're looking for
price risk only.

McGOWAN: I also think there is an evolution that's taking place on the product side in collateral
evaluation where there's a growing interest -and understand, my company doesn't own, has not
developed AVMs; we are a reseller, so I don't have a dog in this fight - in some type of what I'll refer
to generically as technically assisted AVM that marries the evaluation that Jim has pointed to to be able
to look at the source data and be able to decide what may or may not be appropriate with the
automation that comes along with AVMs.

So I think that's a roundabout way of saying that the market is looking for the evolution of products in
collateral valuation that will give them a better sense- and in particular at the front end of the process
- of whether or not there's a disconnect.

O'BRIEN: Our clients are starting to [use] a collateral score. By running a collateral score up front,
this looks at all three risks. Then, after you've run that score, you start giving them the alternative
products on how to solve the problem.

What's the collateral score?

O'BRIEN: Collateral scoring is very much like FICO scoring. FICO scoring rank-orders credit risk. We
rank-order collateral risk. What is collateral risk? It's price-evaluation risk, it's fraud risk, and it's
property risk. Those are the things that drive loss. Three-fourths of the loss equation is driven by
collateral risk - it's not driven by credit. Credit drives, really, delinquencies. But credit has no bearing
on overall percentages to REO or losses in REO. Collateral does.

The focus has now shifted in the mortgage industry, and they're starting to understand this, as they're
getting long-term data to get long-term outcomes. For years they focused on short-term outcomes
(generally: delinquency), and that's why credit drove the industry. But now, with REO information
becoming more readily available, they're able to link it to origination statistics. They're realizing that
credit doesn't drive it. It's all about collateral.

PIZANTE: One of the things that we're seeing that we're getting asked to do more around is lender
and broker licensing. Understand that Mavent is a compliance company, it's not a traditional fraud
company. But, we're seeing loan officers and brokers that are leaving their employers, setting up
brokerages, in some cases, mortgage banking units, that have legal names oddly similar to their former
employer. And originating loans where the applications had been taken at their prior employer. They're
basically taking loan files with them as they leave. And that's what a lot of our lending clients are
looking for, trying to see what entities out there have names suspiciously similar.

Another thing that we're seeing a lot now is more high-cost loans being originated. For some time now,
it seemed like the industry was kind of getting a handle on high-cost loans. I know this is not
traditionally thought of as fraud. Fraud's thought of as fraud committed on the lender or on the
investor, whereas with high-cost loans it could be construed as fraud committed on the borrowing
community. The lenders and the investors have liability, and they can be liable for the transgressions of
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the originator or the broker. And we're starting to see now with rates rising and profits compressing
that people are just ticking up their fees a little bit, trying to get one or two more ticks out of their
production. And the last six months we've seen a statistically significant increase in the number of
high-cost loans.

I thought that high-cost loans were basically a thing of the past, just because of the hoops you
have to jump through to make them.

PIZANTE: I think the difficulty is in sort of doing the fee classifications and understanding what fees
really go into a high-cost calculation, both from the APR and then the points and fees tests. And the
area where a lot of lenders are having trouble is the discretionary elements of those fees. And where
those fees are reasonable and bona fide, and where the broker or the originator/lender does have that
discretion, those are the sort of areas where investors ultimately have to be looking.

O'BRIEN: You make an excellent point about who's being affected. We talk about fraud and who's
committing the fraud. A lot of times the borrower is the victim. He becomes a perpetrator when he gets
involved in too many schemes. But more times than not, he's a victim of what's going on in a fraud.

Everybody's incented, though, a different way. You know, you've got a minority coming into a market,
and let's say these properties are being flipped. Somebody buys out a foreclosure for $30,000 and is
going to sell it for $150,000 two months later, not doing anything for the house. Well, if the appraiser
knows this is all going on and it's being supported in the market through the other flips, the AVMs are
supporting it because they're picking up the flip information, not the fact it was $30,000 before. So if
everybody's kind of a part of it, then the minority's the one that's getting cheated, because they don't
have the information.

McGOWAN: There's another component of what Lou said that I think is really important, and that's
where he touched on the ease with which these entities morph into different businesses. And when I go
back to the first comments that I made about accountability: it's very, very difficult, and the risk is
limited if you are going to take those chances, build those fees in there and you're able to quickly
transfer from one company to another, or morph into another business.

I think there is a growing interest in increased level of accountabilities, not just in the collateral
segment. The new forms that Fannie Mae is coming out with on Nov. 1st for appraisers: I mean,
Fannie has come right out and said the target of these forms is to increase the accountability of the
appraiser. That needs to carry beyond just the appraiser component into accountability throughout the
process.

O'BRIEN: I gave 100 bad deals to a [company]. I said, "Go look at them." I said, "I've found a lot of
issues with them." I said, "Tell me what you find." They came back and said, "There was nothing
wrong. Everything was perfect." I said, "What are you looking at?" He said, "I looked at the appraisal."
I said, "Did you look at the external information beyond the appraisal?" They said no. I said, "Let me
show you this information. Now go back and look at the deal."

Appraisers have gotten very good in disguising what they're doing. So when you look at the appraisal
everything looks great. Now I give you this other piece of information, these other comps, this other
foreclosure information, the transaction history on the property, the transaction history on the
borrower. Now I go back and say, "Go look at the appraisal again." They came back and they said,
"Oh, my God. Why didn't the appraiser tell me all this stuff?" Because they're not obligated to.

McGOWAN: I think, though, you need to take a look at what's taking place on these new forms,
because now it is specifically civil and criminal penalties that are tied to the appraisers themselves.
Fannie is very specific that that's in part the purpose. So I think it's an example of increased
accountability, or an attempt at it.
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O'BRIEN: I'm not denying that, but it's kind of like talking to your child. Your child is only going to tell
you what you want to hear. Is he obligated to tell you everything? If you don't ask the right questions,
he won't tell you the answers. So unless there's an obligation of: You have to tell me if there's been a
foreclosure in the last three years, you have to tell me that there were comps nearby you could have
chosen. ... How do you hold them on those? It's an opinion.

McGOWAN: There's been great lengths that these forms have gone to, but I don't want to lock this up.
Because I don't think this is about forms. I think really what the point here is, is if all areas of this
lending process made real attempts at increased accountability, real accountability with teeth, that I
think you would start to at least cause some of these folks to take a second thought about whether or
not they perpetrate it. Because, again, the key to fraud, it's a knowing intent to mislead, to beat
somebody out of money.

O'BRIEN: You're talking about lies of omission, not submission

PIZANTE: Appraisers can, you know, commit a lie and keep committing a lie. Sometimes you believe
the lies. You know, appraisers have to get dollars. So they've got to do what they've got to do to make
a livelihood. So they're believing the lies that they're doing.

O'BRIEN: We actually do provide a product that's a scorecarding product, in which we scorecard every
broker and every appraiser out there. And we use a benchmark by using collateral scoring. It's like the
FICO scoring. We're able to benchmark all the brokers and appraisers off it.

Our clients are participating in this product. We have access to 120,000, 130,000 brokers. So we're
able to look at all the work that they do before they even send the book. And those that have the
broker, now they have a quality standard measurement beyond, "We do this. We audit this. We do this
form." You can look at every single deal that's come through the door that the guy has done and look
at his trends over time.

This is CoreLogic's answer to FICO, but on the collateral side. So, based on a given score, I'll tell you
the risk to the organization and the losses expected on that property because of the score. So, for
instance, on a FICO, there's expectations of what the early-payment delinquencies would be. Because a
collateral score of, in our case 0.5, there's an expectation that their EPD would be nine times worse
than it is at zero.

And so you would run that for every appraiser ...

O'BRIEN: Every appraiser, every broker, on every deal.

MEADOWS: This has come up in the last few months: Have you run into any appraisers' identities
being stolen, and then the crooks use the appraiser's identity? We've now started seeing that, where
they're actually stealing appraisers' identities. I guess in the old days, you used to use a person for
flipping, too. Now they can just steal his identity, steal the appraiser's identity, too.

O'BRIEN: See, by scoring appraisers: We have this particular appraiser in this firm, let's say, and all of
a sudden his profile changes. Now an organization can go to that appraiser and say, "Your profile's
changed. What happened?" They'll tell you, "Oh, it ain't me."

McGOWAN: It is an issue. You know, when you deal with electronically transmitted documents, and
the validation is digital signatures, if you can gain access to these digital signatures, you can create a
false identity. And it is something that is a growing issue. There are a number of companies that I
know that are working at digital security technology to fight this specific issue. But I'm not aware of
anybody that has found the solution.

PIZANTE: I think the real struggle companies have is how do you measure it? How do you know how
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much is going on, and how do you come up with a mechanism to track this every single month? You
can have products in there to kind of combat that, but if you can't measure the effectiveness, you
really don't solve the problem.

McGOWAN: Tell me the last time that you heard of a fraudulent transaction where the only fraudulent
activity was the appraiser. They can't facilitate this. And so it really becomes a situation of, you have to
look at the orchestra, and not just the ...

O'BRIEN: Remember my comment on retail: Internal fraud is much greater than external fraud in a
retail environment. In a broker firm, the broker is the internal person.

MEADOWS: Someone mentioned that fraud forum that was in D.C. this year. I can't remember the
name of the guy who spoke, but do you remember the ex-broker that ...

McGOWAN: Went to jail.

MEADOWS: Now, he was talking, and it was astounding, the numbers that he was coming out with. It
was like 80% to 85% of all fraudulent loans involved at least one insider. And he's more talking about
two insiders. And again, I get back to kind of what Jim said, how much do they want to find? How
committed, really, are the lending institutions to finding this fraud?

I mean, don't get me wrong. I agree exactly with what you said, which is there's not one product, and
certainly Rapid Reporting is not the answer to all of it, because we handle a piece. And I believe that's
what really, the lenders are going to have to do, put together a plan. I mean, we wouldn't go to the
airport without having a plan. But they need to have a fraud policy written to where, especially when
you're using your underwriters, it's kind of the stopgap. They need to have some nondiscretionary
decision-making that's taken place previous to all this.

You know: if you've got a self-employed borrower, you run a 4506; if you're in the Atlanta area, you
run every collateral piece you can. I've seen a trend towards that, where lenders are really sitting down
with different vendors and going, "OK, help us write this policy." And I think that would be a first step.

McGOWAN: I don't know how controversial this would be, but we're businessmen: Think about it in
business terms. You buy insurance because you're trying to hedge against a risk. The risk of fraud
losses in the past has been dramatically offset by the profits generated by origination, and so that risk
- and I can't speak for the companies that made these decisions - was probably deemed to be
acceptable.

O'BRIEN: It was also acceptable because it's so hard to find. You didn't want to spend the money to
find it.

McGOWAN: Now the equation is starting to shift. Loans are not falling from trees. The market is
getting tougher and more competitive. Margins are being compressed, and the risk of fraud loss as a
factor of origination revenue is much bigger. And again, I'm not a lender, but if I'm looking at it purely
from a business standpoint, we're entering into a period now where the risk of fraud impacting
revenues is much greater, and therefore you're going to have people focusing on and talking about this
issue, because, I think, the risk is increased.

PIZANTE: Well, to leverage off that, too - there's sort of a subjective cost, a cost that's hard to
quantify, and that's in the cases where the borrower community is affected, especially minority
interests. There's the headline risk institutions are exposed to - especially if there's not proper controls
and a proper plan in place to deal with that.

McGOWAN: I will say, that is a real risk. It is subjective, correct, but do you want to be the lending
institution that is on the front page of the Washington papers talking about, you are the ... I don't
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know that I like the term "poster child" ... but you are the example being made of. It's tough sledding.

MEADOWS: There's a converse effect to exactly what you're talking about. Fraud losses are becoming
a bigger deal, and then on the other side, you've got brokers out there that afforded a fairly good
living over the last five years, and now, all of a sudden the paper that they wouldn't have even walked
across the street to refi, they're dragging this trash right through now. And I think that you're going to
see an unprecedented problem in the next two years when we see a break in this bubble, which we all
are sitting on. I think you're going to see an incredible increase in fraud. Now we're getting down to ...
This is fraud for food. The guys out there that have got a big old Mercedes payment, and they've got
to keep it up. And I think it's a real risk.

O'BRIEN: But there's a little more to that, too. I mean, think about this. Fraud was hitting real hard in
the credit card industry, right? What did they do? They got smart. They got technology.

Well, fraud in the credit card industry typically runs about $10,000. [The same fraudsters] come into
the mortgage industry: it's gradual. People don't embrace technology as well. You've got a lot of people
involved. You've got a lot of hands touching it. And, you commit fraud in the mortgage industry, you
make $60,000 to $100,000.

A much bigger ticket for anybody trying to commit it, and less scrutiny going on looking at this. It's
going to be committed and continue to grow in an industry until the technology catches up. It's as
simple as that.

MEADOWS: I tell you, I've never seen technology come on as fast. When we started our company in
1998, we put our sales brochures on those little credit card [size] CDs. Anyway, so we were at the
conference, and we noticed that nobody was picking them up. And finally I talked to a couple of the
underwriters and complained. You know, "Why didn't you take this? Why are you taking the paper?"
She goes, "Well, I don't have a CD-ROM on my computer." You've got to be joking.

We're talking five, six years ago that they were so technologically reversed. CD-ROM, I mean, that's
pretty basic stuff. Our clients, they've come a long ways technologically. There's a real move in that
direction.

McGOWAN: But you raise a very good point. You know, there was a time period where Microsoft was
developing software that the hardware couldn't keep pace with, and I think what we have to be careful
with here is that the industry doesn't develop solutions that the marketplace can't embrace.

MEADOWS: When we were writing our software, we had to take into account simple things, like those
old black-and-white monitors. People still have them. I mean, I smoke a monitor about every seven
months, so I don't know how they got one to hold out that long. But you have to think about it when
you're thinking about the color of the skin of your software. So we had to put in things where they
could change the skin. I mean, you've got everything. You've got the most technologically advanced
Ditech-type companies, and then you've got guys out there that are fighting a nuclear war with a
switch.

McGOWAN: We believe in Web services. We believe in Web-based technology. But what's interesting
is, we've talked to clients who cognitively have made the decision not to allow Internet access to the
bulk of their employees because of abuse. So if that's the case and you're building a Web-based
solution, the door's locked.

PIZANTE: Sometimes you have to have a Web-based solution, because it's a data business, and things
are changing on a daily, hourly basis. And if you don't have a Web-enabled system, at least in the sort
of things that Mavent does, where we're looking at indices and licensing information and constantly
updated stuff, it becomes ... really, it's not possible to have real-time compliance.
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MEADOWS: Well, I can just tell you that the fax is alive and well at Rapid Reporting. Trees are still
being killed on a daily basis by us. This is a business where we've all been doing it this way for so long.
I know Jim fights this battle every day, just like I do: "That's the way my daddy did it, and that's the
way I will." I feel like Zig Ziglar halfway, and I feel like Billy Graham the other half. You know? We
evangelize. But, again, I think there's some movement.

O'BRIEN: Just remember this one thing. We were all here in 1999. I was in the wholesale industry,
and there were 3,000 lenders. By 2001 they were down to 300. I mean, you go into a little tougher
time, the inefficiencies of companies and the lack of control and technology will put them under.

We've been going through such a healthy housing market, and yet fraud for profit, at least,
seemed to be strong two years ago, four years ago. Also, we haven't had insiders needing to
stretch quite as much as they should be now. Is it unusual how much fraud we saw during the
part of the refi boom where it was really at its heights? Is it now shifting to soft fraud?

MEADOWS: I don't know if it's a fact that it's any different than it used to be. I think that we talk
about it now. When I started this company - it wasn't that long ago, in 1998 - you would literally hear
people say, "We have no fraud at" fill in the blank. I think now it's kind of - forgive the term - but
"cool" to talk about fraud. Every conference we go to, there's a fraud panel. That didn't use to happen.
You just didn't talk about this stuff.

So, that would be a tough number to get. I think there's probably a lot more fraud, just basically
because of the same thing that we're fighting with, technology. You can find out all kinds of stuff about
a person very, very easily. It's very easily facilitated. Technology that helps us is also our greatest
enemy.

McGOWAN: There's two points that I'd like to make. One is, you used the term "healthy housing
market," and I would suggest to you that it was not a healthy housing market unless you consider
obesity a healthy trait. There were growth areas that were unsustainable, and that is a precursor to
issues.

The second is, does fraud only exist when there's a loss? Because I think if you could go back and take
a look, you'll find fraudulent activities subsequently covered by the growth in the housing market, and
it wasn't as material or dramatic. Does that make that not fraud? It is: It just didn't result in a
dramatic loss that was taken or reported by someone.

I don't think we're entering a period where there is a huge increase in fraudulent activity. I think we're
entering into a period where there's going to be a huge increase in the net effects of fraudulent
activities, where you actually start to feel the pain.

PIZANTE: I think another thing to think about is kind of the industry's unique compensation structure.
Broker compensation and loan officer compensation is all based on production volume, and what you're
seeing now is as rates rise that production for a lot of lenders is starting to fall. What you're not seeing
as much, and what's falling in a more rapid, natural way than the number of loans originated, is the
profit margin on each unit. So to keep your share, to keep the institution's profit, they not only have to
try to keep their production up. But they actually have to exceed prior months because they're making
less on each loan. Now, you combine that with an industry compensation structure that's very
production-oriented, and you have kind of a misaligned incentive between the house and its employees.

O'BRIEN: You kind of brought up how big is it? When you start looking at actually stealing someone's
identity, it is a very small piece of the whole fraud for profit. And the reason I bring this up is the No.
1 fraud being committed that I consider fraud for profit is occupancy. Do they own the house, or are
they renting the house?

Twenty-five percent last year of all purchases were not owner-occupied. That's what was reported [by
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the National Association of Realtors].

But did you see, in the origination numbers, it was more like 10% or 15%.

O'BRIEN: I believe the real number was probably around 40% last year. It was a tremendous amount
of speculation. We believe 15% of that number wasn't even reported. So how do you identify it? We've
got a product that identifies it. Instead of concentrating on the borrower's identity, you concentrate on
what has he been doing? Did he buy five houses in the last three years? Did he move from state to
state to state? Is he in a neighborhood where he was a 5,000-square-foot house, and all of a sudden
he's buying an 800-square-foot house? In an area where he lives, there's no foreclosures going on. The
house he's now claiming is owner-occupied, he's going into a foreclosure market of 30% or 40%.

They teach people how to do this. Do you ever stay up late at night counting sheep? You know, late at
night ... you see the commercials. They had a conference in Vegas teaching people how to do this.
They're teaching people how to go into foreclosure markets, buy a house for $30,000, and all of a
sudden it's worth $150,000, two, three months from now. It's not worth $150,000. It's just not. I
mean, it could be bought at a 10% or 15% discount, but not more than that. And if lenders and
appraisers don't pick up the fact that it was $30,000 three years ago or one year ago, then you're
going to lend on $150,000, because there's other flips supporting that value.

They're not doing this in California. Why are they not doing this in California? Because it costs too much
to get involved. You've got to buy a $500,000 house, and there's not a lot of foreclosures going on if
you're going to commit fraud. They do it in Ohio. They do it in Dayton, where they can get a house for
$30,000 or $40,000 in foreclosure, or they do it in Detroit. They do it in the areas where they can put
low money down and flip these properties for high, significant money. Think about it. $30,000
foreclosure, and all of a sudden you're looking at $150,000. It's a $120,000 profit for them. They get
the check, $120,000. What did they have to do? Hold the house for two months.

My point is, these people don't think they're doing anything wrong, because the lenders are willing to
lend the money. If the lenders are willing to lend the money, they're like, "Well, why am I doing
anything wrong?" It's like cheating the government. They're saying it's owner-occupied. "They're willing
to give it to me: What do I care?"

You say, "You're going to live in house, right?" "Yeah, I'm going to live in the house." If you're the
borrower, you're thinking, "I'll own the house for a month." I sign the affidavit. Nobody says I have to
live in the house for 30 years or forever.

I wanted to ask about the risk-based approach to quality control. "This guy is a 720 borrower
with a 70% LTV loan, so we won't look at his file quite so closely ..."

O'BRIEN: Collateral risk, which includes fraud, is totally independent of credit. The whole game of it,
and it is a game: People committing this understand what your policies have been and how are you
looking at loans. They know where your holes are. They will exploit your holes. Consistency is the key
word here. It has to be a culture and consistent policy to fight it every day.

MEADOWS: You can go into a company, and let's say they have 10 teams of 10 underwriters, and
you'll find that the same exact underwriter ordered our check. Within the same company there's no
continuity. Again, it gets back to this policy thing, where they say, "This is the policy." You know, "If
you get this, this, and this, you do this." In other words, if this borrower matches this "look," you do
this. You know, you run a collateral-risk check on everything. But they can't do the onesy-twosy
things, or, "I'm going to do it today. I feel like doing it today, but I don't feel like doing it tomorrow."

O'BRIEN: Well, it goes back to what we talked about even earlier. If you don't measure it, if you don't
look at the points of decision on what's going on and track it, how do you know you're ever effective?
So then it becomes a onesy or twosy, because there's no tracking mechanism or way of measuring how
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effective you are.

Somebody put it to me recently: people used to assume fraud was just looking at credit losses.
"We have no fraud. Well, we do have a high amount of credit losses, but no fraud."

O'BRIEN: From a broker standpoint, because we are now doing this broker scorecarding, it's scaring
the hell out of them. Now we've found a way of measuring them that's non-biased. I mean, if I said,
"I'm going to measure you on a FICO," that's still biased. Why? There's a million games I could play
with FICO. I could pull two different FICOs. I could always go with this one versus this one. I could use
a short file. And so forth. But if I've got a mechanism that they don't control, that I control - you give
me your appraisers, your collateral - now I can judge your collateral on an annualized basis and track
it amongst everybody you do business with, including me. Now I have a mechanism controlling it.

MEADOWS: You can't base a loan decision on self-professed information. You need to own it.

PIZANTE: For our products, what we're seeing is that brokers - and not all, but many brokers and
many smaller lenders don't want to use anything unless they have to. You know, the money controls
the game. So what we're seeing is that if an investor is using tools, our tools - and I'm assuming this
is true of a lot of other tools, as well - then the broker or the originator will want to use that tool, too.
Not for any ethical reasons or not for any obligation to the investor or anything. Because they want to
close that loan, and they want to move that loan. The only reason. Hey, whatever it takes.

O'BRIEN: Fraud travels. For instance, there was a company we dealt with in Chicago that had
tremendous fraud problems. We came in there and within six months we dropped their fraud by 90%.
Before we got in there, Fannie Mae had them on their watch list. After six months they took them off
their watch list. But Fannie Mae made this statement: They did not see change at all in the overall
fraud they were seeing throughout the United States, and this company was the largest contributor to
that pool.

It just moved. It went to a different organization. Because once the fraud people understand that you
do have a control mechanism in place, they leave you.

One last example on that. When I was working for a wholesale company, we had an organization we
were doing business with down in North Carolina, and we were having a fraud problem with them. And
I was measuring it, identifying it, knew that it was an issue. I came down there and talked to the
president and said, "You've got to fix this." He said, "We don't have a problem." I said, "OK, I've
brought somebody with me." They spent three hours on the floor. I said, "Did you find anything?" He
said, "Five fraud deals" - with the head underwriter next to him. He got red-faced and pounded on the
table and said, "We'll fix this ..."

Three months later they threw the guy in jail. He was the guy who committed the fraud. Long story
short, for every 10 fraud deals we got one. [Another lender] got nine. Why? Because we were looking,
and he knew.
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