Mortgage Fraud and the Deliberate Ignorance
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THE Risk oF CRIMINAL LiIABILITY FOR REAL ESTATE
PRrROFESSIONALS INVOLVED IN CiviL LITIGATION

By William Z. Duffy?

I. INTRODUCTION

urrent economic conditions, which began with a sharp

increase in real estate foreclosures in 2007, have been

described as “the worst economic crisis since the Great
Depression.”! Federal and State law enforcement agencies have
responded by investigating suspicious real estate transactions for
evidence of fraud.? By April 2008, the FBI had received a record
number of complaints of mortgage fraud, and recently warned
that “as housing prices continue to fall, more financial misdeeds
will no doubt come to light.”

Mortgage fraud is defined as a materially false or mislead-
ing statement made to a lending institution for the purpose
of obtaining a mortgage loan.# In many instances, the lending
institution will ini-
tiate a civil lawsuit
against the perpe-
trators of the fraud
and anyone else con-
nected to the transac-
tion before criminal charges are brought by
the Department of Justice or a similar state agency.

Real estate professionals such as escrow agents, mortgage
brokers, realtors, sellers, appraisers, and developers are vulnerable
to civil lawsuits and criminal investigations because of their piv-
otal roles in the fraud. For example, an escrow agent might close
a series of transactions despite suspicions that the borrower was
lying about the source of a down payment. Likewise, a mortgage
broker might issue loans to a group of individuals despite signs
that they were being used as “straw borrowers” to purchase prop-
erty at an inflated price only to walk away from it after the sale.
Real estate professionals like these are often unaware of fraudu-
lent activity until an investigation has uncovered wrongdoing,
a lawsuit has been filed, and the relevant documents have been
forwarded to the government. This article focuses on the risk
of criminal liability to these individuals, who might admit their
own negligence but deny knowledge of the fraud at the time of
the transaction.

When evaluating a mortgage fraud case, civil counsel should
be aware that government prosecutors will argue that “red flags”

Mortgage fraud is defined as a materially
false or misleading statement made to
a lending institution for the purpose of

L obtaining a mortgage loan.
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alerted the defendant to the fraud, but the defendant purpose-
fully avoided gaining knowledge of the crime. Prosecutors will
focus on these red flags when requesting a deliberate ignorance
jury instruction from the court. This instruction permits the
jury to find that there was a knowing violation of the law if the
defendant deliberately avoided acquiring knowledge, and further
increases the risk of criminal lia-
bility by negating arguments
that the accused was either
unaware of fraudulent mis-
representations or simply
neglected to understand the
fraudulent scheme.®

Il. THE GOVERNMENT’S CASE

In a typical mortgage fraud case, the indictment will con-
tain allegations of bank fraud, money laundering, mail fraud,
wire fraud, and conspiracy, each of which requires the govern-
ment to prove that the defendant acted knowingly.” Federal
courts define the word “knowingly” to mean that the defendant
acted voluntarily and intentionally, not because of ignorance,
mistake, or accident.®

(A) Bank Fraud

Bank fraud is the core allegation in the majority of mort-
gage fraud cases. The burden of proof is on the government
to show that the defendant knowingly executed a scheme to
defraud a financial institution or obtain funds by means of false
or fraudulent representations.” Federal statute prohibits the act
of knowingly making any false statement or report, or willfully
overvaluing any land, property, or security for the purpose of
influencing the action of a federally-insured bank.!?
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To prove a conspiracy, the government
must establish beyond a reasonable doubt
that two or more people agreed
to pursue an unlawful objective, that each
defendant voluntarily agreed to join the
conspiracy, and that at least one of the

members performed an overt act to further

y

L the objectives of the conspiracy.

(B) Money Laundering

Money laundering is the practice of engaging in financial
transactions to conceal the identity, source, or destination of
illegally-gained funds. Federal money laundering statutes make it
illegal for a person to knowingly engage in a financial transaction
with proceeds derived from an unlawful activity with the intent
to promote the unlawful activity or conceal the nature, location,
source, ownership or control of the illegal funds.!!

(C) Wire and Mail Fraud
Wire fraud and mail fraud involve knowingly using the
mail service, wires, radio or television with the specific intent to

defraud an individual or the government.!?

(D) Conspiracy

Conspiracy requires an agreement between two or more
people to defraud the United States.!? To prove a conspiracy, the
government must establish beyond a reasonable doubt that two
or more people agreed to pursue an unlawful objective, that each
defendant voluntarily agreed to join the conspiracy, and that at
least one of the members performed an overt act to further the
objectives of the conspiracy.'* When an objective f
of the alleged conspiracy was to defraud a privately-
owned lending institution, prosecutors can prove
that the conspirators were planning to defraud the
United States by presenting evidence that the lend-
ing institution was insured by the Federal Deposit
Insurance Corporation (FDIC).15

I1l. DEVELOPMENT OF THE DELIBERATE
IGNORANCE INSTRUCTION

The use of deliberate ignorance as a substitute
for actual knowledge can be traced to United States
v. Jewell.'® In that case, Jewell testified that he was
vacationing in Tijuana when a man named Ray
approached him and offered to sell him drugs.!”
Jewell initially declined but later accepted $100
from Ray to drive a strange car across the border.!8

When customs agents subsequently discovered a large cache of
marijuana hidden in a secret compartment in the trunk, Jewell
denied knowledge of the illegal cargo.!” In light of these facts, the
trial court instructed the jury that they could find Jewell guilty
of knowingly possessing the marijuana if his ignorance was the
result of a conscious decision to avoid learning the truth.?’ The
Ninth Circuit affirmed this instruction, and every federal court
of appeals except for the D.C. Circuit adopted the reasoning of
that opinion.?!

The Ninth Circuit recently revisited its holding from Jew-
ell in United States v. Heredia, another narcotics transportation
case.?? Heredia used her aunt’s vehicle to drive her mother from
Nogales to Tuscon, Arizona.23 Unbeknownst to Heredia, her
mother and aunt stowed drugs in the vehicle and were using
her to transport the cargo to Tuscon.?* Heredia testified that she
became suspicious when her mother seemed nervous, and she
noticed that her mother was carrying a large sum of cash even
though she was unemployed.?> The strong smell of detergent
in the car raised her suspicions further.?® When asked about the
scent, her aunt said she spilled Downey fabric softener in the car
a few days earlier, an explanation which Heredia described to
police as “incredible.”?’

Heredia was convicted at trial. She subsequently appealed
the issuance of a deliberate ignorance instruction that allowed the
jury to find that she had acted knowingly if she was aware of a
high probability that drugs were in the vehicle, but deliberately
avoided learning the truth about what she was transporting.?®
Citing Jewell, Heredia argued that the instruction should include
a third element—that the defendant’s motive in deliberately
failing to learn the truth was to give herself a defense in case
she should be charged with the crime.?? The Court rejected
this argument, holding that the requirement that the defendant
deliberately avoided learning the truth sufficiently protects the
accused 30
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IV. DELIBERATE IGNORANCE INSTRUCTION IN
MORTGAGE FRAUD CASES

Mortgage fraud prosecutions lend themselves to the deliber-
ate ignorance instruction because they often involve complicated
fact patterns that give real estate professionals the opportunity to
deny knowledge about key misrepresentations. In United States v.
Faulkner, for example, two real estate developers, Faulkner and
Toler, were indicted for defrauding a federally-insured savings and
loan in Dallas, Texas.’! Faulkner, the ringleader of the scheme,
began by purchasing a large tract of land upon which he located
several new condominium proj-
ects.>? Faulkner recruited Toler r
and others in a series of devel-
opments designed to capitalize
on rampant speculation in the
area’s real estate market.??

Faulkner and Toler pur-
chased large tracts of real estate,
subdivided them, and sold them
at great profit to intermediate
developers.>* The intermediate
developers further subdivided
the tracts and arranged for the financing, construction, and
marketing of condominiums to be built on the various proper-
ties, which were sold in advance to individual investors.>> The
individual investors did not plan to live in the units, however,
and were only purchasing them as investments to sell later at a
higher price.3

Faulkner arranged loans for the developers and investors
with several savings and loans operated by personal acquaintances
upon whom he had lavished a number of expensive gifts.>” These
executives arranged loans that were incredibly favorable to the
investors, requiring no money down and often providing them
with “up-front” money (or “kickbacks”) at closing.’® Formann,
their appraiser, consistently provided inflated appraisals that were
always high enough to justify the loaned amounts.3? Curiously,
Faulkner and Toler were not found guilty of conspiracy to submit
a false appraisal. % According to testimony, neither Faulkner nor
Toler had asked Formann to provide inflated appraisals.! Rather,
Formann did so because he understood that the property needed
to be valuable enough for Faulkner and Toler to secure loans for
the second and third sales.4?

When the demand for the condominium developments
proved much lower than expected, the inflated appraisals left
investors with notes they could not possibly repay and properties
they could not resell at a profit.*> Eventually, the savings and
loans failed, and the federal government had to pay huge sums to
their insured depositors.44

The government accused Toler and Faulkner of fraud and
analogized their dealings to a classic Ponzi scheme, with Toler
and Faulkner at the top and taxpayers at the bottom.> Toler

Mortgage fraud prosecutions lend
themselves to the deliberate ignorance
instruction because they often involve
complicated fact patterns that give real
estate professionals the opportunity to deny

knowledge about key misrepresentations.

denied knowledge of the fraud and argued that he was simply
a lucky businessman who had legitimately prospered during a
real estate boom not of his making.“ He objected to the court’s
issuance of a deliberate ignorance jury instruction, which allowed
the jury to credit him with knowledge of the fraud if he had
“deliberately closed his eyes to what would otherwise have been
obvious to him.”#

Toler argued that the instruction was improper because
there was no evidence that he deliberately avoided learning of
the illegal conduct.® The court disagreed, holding “that in some

cases the likelihood of criminal

1 wrongdoing is so high, and

the circumstance surround-
ing a defendant’s activities and
cohorts are so suspicious, that
a failure to conduct further
inquiry or inspection can jus-
tify the inclusion of the delib-
erate ignorance instruction.”#?

A second case, United
States v. Nguyen, illustrates
how third party agents can
find themselves accused as conspirators in a scheme to defraud.
In Nguyen, the defendants were two brothers employed by
American Title Company as notary, escrow, and closing agents.>
The Nguyens were accused of using their positions to participate
in a scheme to defraud a financial institution that had been
orchestrated by their cousins, the Meis.>! The Meis prepared false
title documents to make it appear like they owned parcels of real
estate.”? Before the Meis actually purchased a property, however,
they sold it to a straw purchaser who had borrowed the purchase
amount based on an inflated appraisal.>® After the lender funded
the transaction, the Meis then purchased the home at the real
sales price, which was always significantly less than the price paid
by the straw purchaser.”* The Meis closed both transactions on
the same day, kept the difference between the two loans, and
rented the properties to offset the mortgage payments, which
the Meis paid in the name of the straw purchasers.”> The Meis
used the Nguyen brothers as escrow officers to close several of the
fraudulent transactions.>®

On appeal of their convictions, the Fifth Circuit held that
the deliberate ignorance instruction was properly provided to the
jury in the Nguyens’ trial because of the numerous red flags asso-
ciated with the transactions.”” These red flags included evidence
that buyers were providing multiple affidavits to the lenders
representing that they planned to occupy the residences (which
allowed the Meis to obtain a more attractive mortgage), as well
as evidence that the buyer was not providing the down payment
as claimed in the closing documents.”® Notably, the Nguyens
did not share in the profits from the sham transactions outside
their usual fees as escrow officers and notaries.”® Moreover, like
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Attorneys who represent individuals being investigated for alleged involvement in mortgage

fraud must be aware of the risk of criminal prosecution and act appropriately before the

government obtains an indictment.

L

many who become entangled in a mortgage fraud prosecution, it
is possible that they were convinced by their relatives, who were
extremely successful real estate developers, that the transactions
did not violate the law.

V. LESSONS FROM FAULKNER AND NGUYEN

Faulkner and Nguyen highlight the importance of educating
individuals in the real estate industry of their duty to inspect and
inquire when they notice facts that indicate fraud. Escrow agents
like the Nguyens should receive extensive training, as they are
uniquely vulnerable to criminal liability for closing a suspicious
transaction due to negligence or because they accepted the expla-
nations of a real estate developer or others with whom they have
a close working relationship. If a real estate professional is ques-
tioned after a transaction has already been concluded, however,
actions should be taken to minimize the impact of civil litigation
in a subsequent criminal trial.

In my experience, the lending institution that lost money
in the transaction will begin by performing an investigation,
which might be followed by a lawsuit for damages in civil court.
The lending institution will probably send the Department of
Justice the results of its initial investigation, copies of pertinent
documents, and any deposition transcripts taking during the
civil proceedings. The Department of Justice may wait until a
significant record has been developed before they pursue charges
against the alleged conspirators. The timing of these proceedings
underscores the importance of involving competent criminal
counsel as early as possible. Faced with the prospect of criminal
charges, civil defendants should be advised of the risks associated
with their deposition testimony and the benefits of reaching an
early settlement.

y

V1. CONCLUSION

Attorneys who represent individuals being investigated for
alleged involvement in mortgage fraud must be aware of the
risk of criminal prosecution and act appropriately before the
government obtains an indictment. They can advise their clients
to invoke their right against self-incrimination in civil deposi-
tions or to cooperate with the government at the earliest stage of
the investigation. As illustrated by the foregoing cases, criminal
defendants may have difficulty prevailing at trial if they attempt
to deny knowledge or understanding of the fraud. Armed with
the power of hindsight, and the likely availability of a deliberate
ignorance jury instruction at trial in such matters, prosecutors
will focus on suspicious facts to portray the defendants as hav-
ing “buried their heads in the sand” to proceed with a lucrative
transaction.’ Wich this in mind, it is crucial to evaluate the
allegedly fraudulent transactions long before the civil defendant
is accused of a crime, examining each for evidence that should
have alerted the client to alleged misrepresentations or other

fraudulent activity.
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