DANIEL B. MESTAZ is an attorney with Sacks Tierney PA in Scottsdale. He practices in the areas of criminal defense and civil litigation.
His criminal practice includes mortgage fraud and other white-collar matters, internal investigations, grand jury representation and forfeiture

cases. His civil practice includes contract disputes, business torts, real estate litigation and electronic discovery matters.

Anyone who is engaged in mortgage services, short sales or loan modifications—or
who left even a pinkie print on a subprime loan from the real estate heyday—should be

prepared for the perfect storm of potential criminal liability:

* scrutiny by powerful, well-funded federal investigators and prosecutors

* public demand for punishment of housing crisis “bad guys
* recent statutes enhancing criminal liability for mortgage fraud in an era of

the lowest thresholds for proving criminal intent in U.S. history

We live and work in a post-meltdown world that is eager to lay blame. But there are
things that Arizona real estate professionals can do to avoid criminal liability. Whether
at the pre-indictment or post-indictment stage, taking the right steps can mean the

difference between home and a prison cell.
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“I'm shocked—shocked—
to find that gambling is going
on in here!”

—CAPTAIN LOUIS RENAULT, Casablanca
(Warner Bros. 1942)

Background: The Subprime Party
The dynamics of the subprime market that led to the financial cri-
sis reveal a potential strategy for fraud cases arising from pre-melt-
down subprime loan documents.’

Well before the real estate boom, a few big lenders routinely
bought conforming loans to resell to Wall Street, which would then
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package the interest stream into mortgage-
backed securities (MBS) to be resold on the
open market. Home borrowers with good cred-
it were the foundation of that MBS market.

By 2001, however, the world was flush
with cash, and low interest rates on U.S.
Treasury Bonds led global institutions to seek
a better (but still safe) return on their trillions
of dollars.? Eventually the number of credit-
worthy home buyers could not fill the grow-
ing demand for AAA-rated investment-grade
MBSs, so small banks such as Countrywide
(and later Fannie Mae and Freddie Mac)
began buying as many non-conforming sub-
prime loans as possible from unregulated
mortgage originators to resell to Wall Street.
Those loans eventually included unverified
“stated income” or “liar” loans and other
loans that had no hope of repayment unless
the borrower could ultimately refinance with equity on the back of
a skyrocketing real estate market.

Meanwhile, Wall Street shopped its MBSs among the ratings
agencies until even the riskiest received a marketable AAA rating.
Everyone made lots of money until—surprise!—borrowers with
terrible credit began to default, home prices fell, and a chain reac-
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tion in the credit and housing markets incinerated global wealth.

The problem, as we now know, was that until the music
stopped nobody in the mortgage process got stuck with a risky
loan.? The mortgage originator sold the loan to the “lender,” the
lender had it sold to Wall Street before the ink was dry, and Wall
Street parsed it into an investment-grade security for the global
marketplace. Without a long-term stake, nobody cared about the
borrower’s ability to repay.* Thus, the misrepresentations in the
underlying loan documents may not have been material to a
lender’s decision to fund a loan.

“Here’s looking at
you, kid.”

—RICK BLAINE, Casablanca

The Feds Eye Arizona
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In the wake of the housing meltdown, the federal government
heeded the public outcry for new laws to prevent future disaster.
Real estate professionals must now contend with the latest regu-
lations generated by the SAFE Act,” Mortgage Disclosure
Improvement Act® and Mortgage Reform Act” and with the
enhanced criminal enforcement of financial misdeeds under the
2009 Fraud Enforcement and Recovery Act (FERA).® Arizona
companies and people in or on the periphery of real estate lend-
ing should be wary of criminal prosecution arising from both
boom-year housing loans and ongoing mortgage-related services.

The dramatic increase in mortgage fraud prosecutions over the
last decade may be just the beginning. In 2009, FERA set aside
approximately $500 million for the investigation and prosecution
of mortgage fraud and other financial crimes.” In March 2010, the
U.S. Department of Justice launched “Operation Stolen Dreams,”
the government’s “largest mortgage fraud takedown” initiative to
date.”” Arizona federal prosecutors recently fell in line with
increased mortgage fraud prosecutions," which should continue
now that Arizona has surpassed other states to find itself at or near

UARY 2011

the top of the mortgage fraud indices relied upon by the FBI."

This federal attention' is worrisome for real estate professionals,
no matter how “clean” they believe themselves to be. Indeed, with
the deterioration of the mens rea requirement engendered by
“tough on crime” laws, it is more difficult than ever to avoid crim-
inal liability once in the federal government’s crosshairs.™

Typical Mortgage Fraud Schemes

“Did you abscond with the church funds?
Did you run off with a Senator’s wife? I like to think
that you killed a man. It’s the romantic in me’
—CAPTAIN LOUIS RENAULT, Casablanca

Generally, mortgage fraud falls into two categories: fraud for hous-
ing (fraudulent loan application to obtain a residence) and fraud
for profit (fraudulently obtaining equity or loan proceeds). Law
enforcement typically focuses on fraud for profit.

There is an enormous variety of fraud-for-profit schemes,
including:

e Flipping: The fraudster may purchase the property, artificially
inflate the value with a false appraisal, and then sell to an
unsuspecting buyer. Or the seller will falsely inflate the value
of the home, sell it to a straw buyer, pocket the loan proceeds,
and let the loan default. There are numerous variations.

e Silent Seconds: Buyer fails to disclose that he or she also bor-
rowed the down payment represented in the loan documents.
This “silent second” lien misleads the lender as to borrower
creditworthiness.

e Cash Back/Kickback: Seller inflates the value above the
actual sale price, the lender funds the loan at the inflated
value, and at closing the seller gives the buyer the difference.

¢ Foreclosure Rescue/Loan Modification: Fraudsters falsely
promise to save distressed properties from foreclosure or to
modify loans—sometimes in return for unearned fees, other
times as part of a scheme to dupe the homeowner into surren-
dering title so the property can be drained of equity.

¢ Other Schemes: Loan application misrepresentations, builder
bailouts (involving non-disclosed buyer incentives to oftload
inventory), short sale fraud, reverse mortgage fraud, home equity
line of credit schemes, and investment schemes.

The Federal Criminal Statutes

“You mustn’t underestimate American blundering.”
—CAPTAIN LOUIS RENAULT, Casablanca

There is no federal mortgage fraud criminal statute per se. Rather,
prosecutors proceed under a variety of statutes, including:
e Loan and credit application (false statements/property overvalua-
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tion) — 18 U.S.C. § 1014; Conspiracy to commit Section 1014
violation. 18 U.S.C. § 371

 Mail fraud - 18 U.S.C. § 1341

e Wire fraud — 18 U.SC. § 1343

e Bank fraud - 18 U.S.C. § 1344

e Conspiracy to commit mail, wire, or bank fraud — 18 U.S.C. §
1349

e Aiding and abetting any of the foregoing — 18 U.S.C. § 2

e Money laundering — 18 U.S.C. § 1956(a)

Under the loan and credit application statute, the criminal liabil-
ity threshold for false statements is particularly low. It provides for
up to a 30-year prison term for anyone who “knowingly makes any
false statement ... or willfully overvalues any land, property or secu-
rity, for the purpose of influencing in any way the action” of, among
others, any lender or “mortgage lending business.”” Furthermore,
the false statement need not be material,'* nor must it deceive any-
one or be intended to deceive anyone."” Thus, even slight misrepre-
sentations regarding income, credit history, payment details, prop-
erty value, and so forth, can trigger Section 1014 liability for those
along the mortgage chain, including buyer, seller, agent, broker,
originator, appraiser and escrow officer.

The mail fraud statutes (including mail, wire and bank fraud) also
provide for up to a 30-year prison term, and they prohibit schemes
to defraud or obtain money or property by false or fraudulent rep-
resentations.' Although these statutes require proof of intent and
materiality of representation,” proof of harm or success of the
scheme is not required.”

Mortgage fraud cases typically include a conspiracy count.”
Conspiracy requires proof of intent and agreement to commit the
underlying offense and only a single overt act by any of the conspira-
tors to implement the agreement.” But, rather than require an explic-
it agreement, “it is sufficient if the conspirators knew or had reason to
know of the conspiracy and that their own benefits depended upon
the success of the venture”—which can be proven by circumstantial
evidence.” Thus, even a supposed wink-and-nod to a buyer’s inflated
income representations can lead to conspiracy charges.

Situation No. 1: No Forseeable Criminal Investigation

“You give him credit for too much cleverness’’
—MAJ. HEINRICH STRASSER, Casablanca

When everything seems fine is, in fact, the ideal time to imple-
ment, evaluate, revise or ensure adherence to policies regarding
document retention and destruction, e-discovery and investiga-
tion response procedures.

Waiting until a criminal investigation is pending or foreseeable
is too late; to avoid obstruction of justice charges, all potentially
material documents must be preserved and then likely reviewed by
counsel and turned over to the government.**

Companies also should have written procedures on how to
respond to government investigators. For example, employees
should be trained on how to respond to search warrants or ex
parte government communication, and advised on their right to
counsel and right to remain silent—but should not be flatly pro-
hibited from speaking to government agents. That way, employees
will know to refer questions to counsel rather than nervously stam-
mer about important issues. And the company avoids obstruction
of justice charges or claims of non-cooperation.

Situation No. 2: Pre-Indictment Griminal Investigation

“Major Strasser has been shot—round up
the usual suspects.”
—CAPTAIN LOUIS RENAULT, Casablanca

If law enforcement comes knocking, one should typically (a)
invoke the right to counsel and (b) do no harm. This allows coun-
sel to do their job, that is, to try to avoid indictment but prepare
for the worst-case scenario.

First, referring government agents to an attorney and declining
to answer questions is standard practice, for good reason. Even
where the professional believes he or she is completely innocent of
wrongdoing, attempting to “explain” can lead to misunderstand-
ings and unwitting admissions that create the bulk of the evidence
for the government’s case. Furthermore, even half-truths and
white lies on seemingly minor issues can lead to false statement®
or obstruction of justice’ charges, which may be enough to extract
a guilty plea from those who otherwise would have been exoner-
ated. Client and attorney may decide that speaking to the govern-
ment is the best choice, but only after careful consideration.

Second, doing no harm by avoiding false statement and
obstruction of justice charges also may require the following:

e Clients should not discuss the investigation or the underlying
facts in writing or with anyone other than counsel. Ill-advised
e-mails or contacting a witness to help him or her “remem-
ber” something can lead to obstruction of justice charges or
even convictions on the underlying offense.

® Companies and their counsel should implement a written
preservation “hold” for all potentially material e-mails and
other documents, including the suspension of e-mail auto-
deletion and backup tape rotation. The computers of key
players may have to be forensically imaged.

The ultimate goal is to avoid indictment. Thus, a company and its
counsel may decide to conduct an internal investigation to root out
any criminality or demonstrate that there is none. Or the prosecu-
tor, inviting the client to “talk” so it can decide whether to indict,
sends counsel a proffer letter regarding the parameters under
which the client’s statements can be used against him or her at
trial. Clients may want to explain their side of the story; however,




deciding whether or in what circumstances to agree is fraught with
peril. On the one hand, it may be the only chance to avoid indict-
ment. On the other, if the client is indicted, the “talk” may have
deprived the client of a viable trial defense.”

Meanwhile, counsel should prepare for possible indictment and
trial by investigating the facts, gathering evidence and exploring
defenses.

“I’'m making out the report now. We haven't quite
decided whether he committed suicide or died
trying to escape.”

—CAPTAIN LOUIS RENAULT, Casablanca
Although available defenses and strategies depend on the “pesky
details”—charges, facts and applicable law—the following should

be considered in any mortgage fraud case.

First, prosecutors typically charge a “scheme to defraud” under
the mail fraud statutes. Putting distance between the client and
scheme is important as a liability defense and as mitigation for sen-
tencing if convicted. Indeed, the relevant inquiry “is not whether
the defendant acted knowingly in making any misstatement, but
whether she did so with respect to the overarching fraudulent
scheme ... charged.”®

Similarly, a conspiracy conviction may result from the acts of a
co-schemer if the scheme makes those acts reasonably foresee-
able.” But “foreseeability must be evaluated according to the facts
that were known to the defendant”—not what was foreseeable to
the co-schemers.* One may have had “such a marginal role in the
conspiracy that [they] could not reasonably have foreseen the
details of [their] co-conspirator’s actions.” Thus, someone’s
involvement in a single fraudulent loan application may not make
it reasonably foreseeable that the true instigator had bigger plans,
such as doing the same thing all over town or planning a fraudu-
lent flip after the first loan came through.

Second, just as the government is allowed to rely on circum-
stantial evidence, the defense may introduce its own circumstantial
evidence tending to negate scheme or intent—including (if rele-
vant) other transactions or the honesty of the transaction from the
perspective of someone else along the mortgage chain.®

Third, the government’s case often relies on expert testimony
regarding the features of mortgage fraud, including the partici-
pants, the market and the loan documents. The expert witness
may give the jury a mortgage fraud blueprint into which the
defendant neatly fits.® Counsel should explore Dawubert/ Kumho™
challenges to the reliability of that expert testimony, as well as dis-
covery and cross-examination on bias® arising from the expert’s
relationship with the government.

Fourth, the cold, hard truth is that most federal criminal cases

result in convictions, primarily by guilty pleas. In fraud cases, pun-
ishment under the now-advisory but still applicable Sentencing
Guidelines is based in large part on the loss to the victim, which in
a mortgage fraud case must be reduced by (a) the fair market value
of the lender-victim’s collateral real estate if not sold, or by the
amount recovered if sold; and (b) any claimed interest, late fees or
penalties.* This can reduce one’s sentence dramatically.

Finally, mortgage fraud defense should be front-loaded. It
requires significant investigation, discovery and motion work that
cannot be accomplished before trial without maximum early
effort. Useful strategies include:

e carly theory development to support requests for exculpatory
Brady material®”

e aggressive Rule 17 subpoenas for documents supporting
defenses and the impeachment of government witnesses that
one cannot necessarily rely on the prosecutor to provide®

e pinning down the government’s fraud theories, including by
Motion for Bill of Particulars regarding scheme, victim and
false statements, which should circum-

scribe what the government can offer “I stick my neck
ac trial” out for nobody.”
—RICK BLAINE, Casablanca
Moving Foward

Federal mortgage
fraud investigations
and prosecutions
show no signs of
slowing down. Real
estate professionals
should understand
the low threshold
of criminal liability
under the applica-
ble charging
statutes, particular-
ly in light of the
government’s abili-
ty to prove conspir-
acy with circum-
stantial evidence. In
addition, even an
innocent  client’s
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imperfect response to federal investigators can itself lead to crimi-
nal charges for false statements or obstruction of justice.

Real estate professionals can significantly reduce their criminal
liability exposure by adhering to document retention and destruc-
tion policies, having written procedures in place when government
agents show up at the door, and avoiding business transactions with
dishonest people. They also should document their compliance with
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the morass of new regulations, particularly those intended to verify
the legitimacy of loan applications. Also, federal investigators look
for red flags to determine what to investigate, such as suspiciously
timed transactions or sparsely detailed documents. Mortgage indus-
try professionals either should avoid those types of transactions or
confirm and document their validity before going further.

While the ultimate goal is to avoid indictment, an aggressive
front-loaded defense to prosecution can significantly reduce expo-
sure and improve one’s chances for acquittal. For example, defense

counsel can distance the client from the conspiracy, explore
Danbert/ Kumho attacks to the government’s expert witness, and
prove that the total “loss” to the alleged victim is far less than actu-
ally charged. If the charges arise from a boom-year loan, the defense
can put the subprime industry on trial by showing that, because
nobody cared about the borrower’s ability to repay, the alleged mis-
representations were not material to the funding of the loan.

In the end, prudence, preparation and a little creativity can
make all the difference. i
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