For $800 and the Deed To Your Hone- -
Bankruptcy Forecl osure Scans
Target Di stressed Hone Owners

Witten by:

Jane Li nprecht
Executive Ofice for
United States Trustees!?

“Attention Home Omwmer: Save your hones--Stop foreclosure
now! Before you file bankruptcy call nme first. We refinance
nort gages regardl ess of your credit history!” Unless your homne
has been listed for foreclosure, you ve probably never
received an advertisenent like this in your mail box, but you
may have seen simlar solicitations printed in the |ocal
newspaper or posted on the grocery store bulletin board. These
solicitations may signal that a lucrative type of fraud—the
bankruptcy foreclosure scam--has established a foothold in
your comrunity.

In May 1998, the Bankruptcy Forecl osure Scam Task Force
of the United States Bankruptcy Court for the Central District
of California issued its final report? describing several
bankruptcy foreclosure scans operating in the region;
expl ai ni ng how they hurt bankruptcy courts, |enders, and
homeowners; and recomendi ng ways to conbat themin the
Central District of California.

But bankruptcy foreclosure scams should not be dism ssed
as solely “an L. A. problem” The nost conplex and lucrative
bankruptcy forecl osure scanms have arisen in major netropolitan
areas on the West Coast; in August 1998, one Los Angel es-area
per petrator was sentenced to 71 nonths in prison and ordered
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to pay nore than $72,000 in restitution for running a scam

i nvol ving nore than 200 fraudul ent bankruptcy filings.

However, Mom and- Pop operations are appearing even in md-size
M dwestern cities. And sone perpetrators are not only reaching
across state lines to recruit local “custoner
representatives,” but are also seeking referral affiliations
with | ocal consunmer bankruptcy attorneys.

Reports from United States Trustee Program personnel
around the country make cl ear that bankruptcy forecl osure
scans are geographically w despread, as well as varied in
t heir nmet hodol ogy.

Types of Forecl osure Scans

“For the cost of a bankruptcy filing fee, a debtor can
i medi ately obtain one of the nost powerful injunctions
avai | abl e under American | aw. the automatic stay,” the
forecl osure scamtask force pointed out. The task force report
descri bed bankruptcy foreclosure fraud as the practice of
filing for bankruptcy to delay or defraud creditors, wthout
intending to conply with the requirenments for obtaining a
bankruptcy discharge or conpleting a repaynment plan.

The forecl osure scam nost commonly associated with the
West Coast is the fractional interest transfer. Typically, a
partial interest— perhaps 5 percent or 10 percent-—in property
hel d by a honeowner facing foreclosure is transferred to a
real or fictional entity already in bankruptcy. Because the
property interest is then held by a bankruptcy debtor, the
original owner’s creditor cannot foreclose until the
bankruptcy court lifts the automatic stay.

Sonme scans involve fractional interests transferred with
t he know edge of the original property owner. O ten, however,
the original owner first transfers the property to the
perpetrator of a foreclosure scam who then transfers the
fractional interest w thout the original owner’s know edge.
Sonetinmes a property is noved fromcase to case as the stay is
lifted; one residential property was linked to 24 different
bankr upt cy cases?.

The task force report explained how one honeowner facing
forecl osure was persuaded by a scam perpetrator to sign deeds
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of trust and grant deeds transferring fractional interests in
her property. The honmeowner paid the forecl osure consultant
several hundred dollars per nonth so she could stay in her
home. The fractional interest recipients included apparently
fictitious individuals as well as honel ess persons recruited
for a fee to participate; eight recipients filed for
bankruptcy one after the other. Each filing stayed forecl osure
on the property, causing a 10-nonth delay between the first
filing and the conpleted forecl osure.

Many nore variations of bankruptcy foreclosure fraud are
surfacing around the country. Probably the nost w despread
i nvol ves the use of foreclosure notices to identify
i ndividuals facing the | oss of their homes. The scam
per petrator contacts the home owner, advertising “nortgage
assi stance” or “foreclosure counseling” and prom sing to work
out the home owner’s problems with the nortgagee or to obtain
refinancing for an up-front fee typically ranging from $250 to
$850. The perpetrator may direct the home owner to “fill out
sone forns,” including a blank bankruptcy petition, or may
collect the informati on needed to conplete a petition |ater.
The perpetrator subsequently files a bankruptcy petition in
the home owner’s nanme, after filling in the bankruptcy papers
signed by the home owner or forging the home owner’s
signature. The bankruptcy petition invokes the automatic stay,
the imm nent foreclosure is postponed, and the hone owner
stops receiving collection calls and letters.

I n nost cases, the perpetrator does not tell the home
owner about the bankruptcy petition, instead convincing the
home owner that foreclosure activity has ceased because
nort gage probl enms have been worked out. The perpetrator nmay
tell the home owner that he or she might receive a notice from
t he court, which should be ignored. The honme owner nmay even be
told that the perpetrator has gone to court on the hone
owner’s behalf. No one appears at the Section 341 neeting, the
case is dism ssed, the foreclosure goes forward, and the home
is lost.

Permut ations of this scaminclude the perpetrator’s
coll ecting nmonthly nortgage paynents fromthe homeowner,
falsely stating that they will be forwarded to the nortgagee.
In these cases, each defrauded homeowner pays not only the up-
front fee for “services,” but also hundreds or thousands of
dollars in nortgage paynents.

I n anot her increasingly comon alternative, the scam
per petrator convinces the hone owner to quit-claimthe



residence to the perpetrator or to sell the residence for a
nom nal fee such as $1. The honme owner agrees to transfer
title because he or she has little or no equity in the
property. The perpetrator charges the hone owner “rent” or a
“consultant’s fee” or “managenent fee” to stay in the

resi dence while the nortgage problens are worked out, after

whi ch the home owner will be able to “apply for repurchase” of
the property or share the profits if the perpetrator sells the

property.

But it costs noney for the perpetrators to file all of
t hese bankruptcy cases. To avoid bankruptcy filing fees, sone
perpetrators transfer an interest of the home owner’s quit-
claimed property into the name of an existing bankruptcy
debt or — perhaps a Chapter 11 business debtor across the
country—in a variation of the fractional interest scam
Typically, the debtor learns that a property interest has been
transferred into its bankruptcy estate when it is contacted by
counsel for the property owner’s secured creditor, who has
| earned it cannot forecl ose because the property is owned by a
bankruptcy debtor.

Det ecti ng and Reporting Scans

Bankruptcy forecl osure scans can be exceptionally
difficult to detect because the cases are usually dism ssed
for failure to participate, |eaving no sign of the defrauded
home owner. Many cases proceed no further than the Section 341
nmeeting, so Chapter 7 and 13 trustees formthe “front |ine” of
forecl osure scam detection.

Warning signals to tip off a trustee that a hone
foreclosure scamis operating include: a proliferation of pro
se petitions filed with no schedules; a series of debtors with
simlar petitions or schedules; debtors’ failure to show up at
the Section 341 nmeeting; nultiple debtors represented at the
nmeeting by a bankruptcy petition preparer or other non-
attorney; debtors who attend the neeting but are confused
about whether they are in bankruptcy; and a rash of debtors
who clearly lack sufficient incone to fund a Chapter 13
repaynent pl an.

Bankruptcy judges are another val ued source of
i nformation. Suspicious cases have been flagged by judges in
districts across the country, from Los Angeles to Detroit to
Baltinore to Mam . One judge noticed that an attorney was
filing many cases that were not being properly serviced. This
can indicate that a scam perpetrator is either referring honme



owners to an attorney to assist themin filing bankruptcy, or
sendi ng conpl et ed bankruptcy papers to the attorney to file in
court with or without the honme owners’ know edge. Scam
perpetrators use the latter nethod to avoid liability for

vi ol ati ng Bankruptcy Code Section 110's restrictions on
bankruptcy petition preparers.

I n addition, secured | enders can flag forecl osure scans,
because they have uni que access to rel evant docunmentation. A
secured | ender receives all of the bankruptcy cover sheets on
a particular piece of property. These docunents may discl ose
that different debtors are all linked to the property. The
secured | ender may the only entity that can pull together this
reveal ing information.

Consunmer bankruptcy attorneys can also help bring
foreclosure scans to light. A honme owner whose bankruptcy case
is filed by a scam perpetrator and dism ssed for |ack of
participation my have to file for bankruptcy again. A
client’s story told to a bankruptcy attorney nmay reveal that
the client was burned by a bankruptcy foreclosure scam

Debtors’ counsel should be aware that perpetrators seek
out attorneys—-sonetines i nexperienced attorneys w thout a
wel | - devel oped reputation in the bankruptcy comunity--and
offer case referral. Frequently, the attorney is expected to
ki ck back part of the legal fee to the perpetrator in exchange
for the referral.

Sonme scans are reported by victim zed hone owners,
al though many home owners never realize they were defrauded. A
victimwho conplains to the perpetrator after foreclosure
occurs—assuni ng the perpetrator is still operating in the
area— nmay be told that the nortgage problens were too serious
to work out or the home owner’s credit was too bad to obtain
refinancing. Sometimes, however, receipt of notice fromthe
bankruptcy court pronpts the home owner to call the court, the
United States Trustee, the case trustee, or a bankruptcy
attorney. Ot her conplaints are brought by home owners who
apply for credit and discover a bankruptcy filing listed on
their credit records.

Forecl osure scans are nost |likely to flourish, and | east
likely to be detected, in judicial districts inundated with
bankruptcy filings. If the private trustee can quickly
identify a case as inproperly filed and obtain its imediate
di sm ssal, avoiding a six- to 12-nonth delay in foreclosure, a
home owner may be nore likely to conplain about a “nortgage



consul tant’ s” poor service. However, with high bankruptcy case
| oads causing substantial delays in relief fromstay, sone
defrauded home owners decline to report the scans, apparently
deciding that the extra nonths of living in their hones offset
their | osses.

The nost dramatic nmet hod of detecting bankruptcy
foreclosure scans is through undercover investigations |ike
“Operation Churn ‘N Burn,” a 1995 sting that resulted in seven
convictions. In Churn “N Burn, fictitious foreclosure actions
were filed in the county court. Scam perpetrators zeroed in on
two apparently distressed home owners, unaware that the
“spouses” were Federal Bureau of I|nvestigation agents and
their “hone” was provided by the U S. Departnment of Housing
and Urban Devel opnent 4.

But undercover operations targeting bankruptcy fraud are
rare. I n conmbating bankruptcy foreclosure fraud, the United
States Trustee Programrelies upon tipoffs from participants
in the bankruptcy system--the trustees, bankruptcy judges,
bankruptcy cl erks, secured | enders, and attorneys.

VWho Are the Victins?

Bankruptcy forecl osure scans claimmany victims, but the
one that suffers the greatest harmis the bankruptcy system
The task force report noted that bankruptcy cases filed solely
for delay take disproportionately nore clerical and judicial
time and attention because they usually involve nore relief
fromstay notions, orders to show cause, and notions and
orders to dism ss. Nationw de, foreclosure scans may cause the
i nappropriate filing of thousands of bankruptcy cases,

i ncluding cases filed without the petitioners’ know edge,
cases knowingly filed by property owners seeking only to
benefit fromthe stay, and cases voluntarily filed by hone
owners after being strung along by scam perpetrators.

Lenders al so suffer fromforeclosure scans, receiving
no paynents for nonths or years while the repeated transfers
and bankruptcy filings invoke the automatic stay. When the

4”Ni ne Indicted by U S. for Bankruptcy Fraud; Foreclosures
Key to Alleged Scam” Chicago Tribune, May 19, 1995, 1995 W
6208323; “Nine Charged in Bankruptcy Fraud Case,” Chicago Sun-
Tinmes, May 20, 1995, 1995 W 6654358; *“Justice Announces
| ndi ctments of Nine, Including Lawer, For Bankruptcy Fraud,”
BNA' s Bankruptcy Law Reporter, May 25, 1995, p. 607.




case involves a federally insured nortgage |oan, such as a
Veterans Affairs or Federal Housing Adm nistration | oan, the
government is ultimtely a victimof bankruptcy fraud because
it must cover the nortgagee’s | o0ss.

Hone owners who place their trust in scam perpetrators—-
who may play up religious or ethnic identities with nanes |ike
Christians Hel pi ng Homeowners—-can end up financially
devastated. “We'Il help you keep your piece of Anmerica,”
prom sed advertisenents distributed by a Dallas “consultant”
who was sentenced in August 1998 to 24 nonths in prison and
ordered to repay $58,000 in restitution for bankruptcy fraud
and bank fraud. Defrauded home owners paid the defendant from
$2,000 to $15,000 in fees and nortgage paynents; around 30
home owners are believed to have | ost their hones due to her
activities.

Vari ed Renedi es

Forecl osure scans can | ook |ike easy noney and can reach
huge proportions. A successful crim nal prosecution sends the
message that scanms will not be allowed to flourish. One Los
Angel es- area defendant was sentenced in August 1998 to 71
nonths in prison and ordered to pay nore than $72,000 in
restitution for operating a nassive bankruptcy foreclosure
scam involving nore than 200 fraudul ent bankruptcy filings.
Anot her L. A.-area defendant was charged of running a
foreclosure scam affecting nore than 500 hones.

Attorneys and analysts fromthe United States Trustee
Program work closely with federal, state, and | ocal
prosecutors in cases involving bankruptcy foreclosure scans.
Often, United States Trustee Program personnel not only put
together the initial referrals—a | engthy docunentation
process--but also assist in the investigation and devel opnent
of the case. Crim nal cases frequently involve charges under
18 USC 157, which inposes fines and/or inprisonment for the
use of the bankruptcy systemas part of a scheme or artifice
to defraud. Alternatively, state and | ocal authorities my
bring charges under state anti-fraud provisions.

But bankruptcy fraud rarely ranks first anong cri m nal
prosecution initiatives, because of limted investigative and
prosecutorial resources. The bankruptcy forecl osure fraud task
force asserted that “the crimnal process is too slow and too
limted to be the primary |ine of defense agai nst bankruptcy
fraud.” The amount of |oss per case is small, w tnesses often
nove wit hout | eaving forwardi ng addresses, paper trails are



hard to follow, and positive identification can be el usive.

That makes it crucial to explore other ways to fight
bankruptcy foreclosure scans. United States Trustees have
successfully litigated civil actions against foreclosure scam
per petrators under Bankruptcy Code Section 110. In addition,
active enforcenent of state unauthorized practice of |aw
provisions, as well as a vigilant state bar, can create an
i nhospi tabl e atnosphere for petition preparers and | awers who
woul d engage in unlawful or unethical behavior.

The bankruptcy foreclosure fraud task force made several
suggestions for conbating bankruptcy forecl osure scans,
i ncludi ng amendi ng Section 362 to explicitly authorize the
bankruptcy court to enter an “in reni order—that is, an order
stating that a lift-stay order will remain effective as to a
particul ar property in any future bankruptcy case, w thout the
creditor’s seeking further relief fromstay. The Nati onal
Bankruptcy Revi ew Commi ssion made a sim lar recommendation in
its final report® and several bankruptcy reformbills have
i ncluded | anguage to this effect. This position is not wthout
controversy, however; despite the task force s view, even sone
of the bankruptcy judges in the Central District of California
believe they lack jurisdiction to issue such orders.

The task force al so advocat ed anendi ng Bankruptcy Rul e
5005 to let the bankruptcy clerk reject a bankruptcy petition
if the filer does not provide identification. This
recomendati on was intended to prevent scam perpetrators from
filing petitions without the naned debtors’ consent or with
the use of false nanmes or Social Security nunmbers. The United
States Trustees are also considering steps they may take to
protect agai nst these abuses, including requiring
identification at the Section 341 neeting.

Concl usi on

Bankruptcy foreclosure fraud is a grow ng problemthat
threatens the integrity of the bankruptcy systemas it takes
advantage of famlies in distress. The United States Trustee
Programis working hard to identify bankruptcy foreclosure
scanms around the country and to take appropriate action
t hrough crimnal referrals and civil suits, but we need help
from menbers of the bankruptcy comrmunity.

SBankruptcy, the Next Twenty Years, National Bankruptcy
Revi ew Commi ssi on Final Report, October 20, 1997, pp. 281-287.




The United States Trustee Program wel comes information
that will help detect bankruptcy foreclosure scans, and is
i ndebted to those trustees, judges, clerks, secured |enders,
bankruptcy attorneys, and private citizens who report
suspi cious fact patterns. W al so appreciate the efforts of
federal and state | aw enforcenent authorities who target these
operations. We will continue to coordinate with al
participants in the bankruptcy systemto eradicate this
destructive form of fraud.



