AUTHENTICATED
U.S. GOVERNMENT
INFORMATION

GPO

PROPOSALS TO FIGHT FRAUD AND
PROTECT TAXPAYERS

HEARING

BEFORE THE

COMMITTEE ON THE JUDICIARY
HOUSE OF REPRESENTATIVES

ONE HUNDRED ELEVENTH CONGRESS
FIRST SESSION

ON

H.R. 1748, H.R. 1292, H.R. 1667, H.R. 1788,
H.R. 1779, H.R. 1793, and H.R. 78

APRIL 1, 2009

Serial No. 111-51

Printed for the use of the Committee on the Judiciary

&

Available via the World Wide Web: http:/judiciary.house.gov

U.S. GOVERNMENT PRINTING OFFICE
48-438 PDF WASHINGTON : 2010

For sale by the Superintendent of Documents, U.S. Government Printing Office
Internet: bookstore.gpo.gov Phone: toll free (866) 512—-1800; DC area (202) 512—-1800
Fax: (202) 512-2104 Mail: Stop IDCC, Washington, DC 20402-0001



COMMITTEE ON THE JUDICIARY
JOHN CONYERS, JR., Michigan, Chairman

HOWARD L. BERMAN, California LAMAR SMITH, Texas
RICK BOUCHER, Virginia F. JAMES SENSENBRENNER, JR.,
JERROLD NADLER, New York Wisconsin
ROBERT C. “BOBBY” SCOTT, Virginia HOWARD COBLE, North Carolina
MELVIN L. WATT, North Carolina ELTON GALLEGLY, California
ZOE LOFGREN, California BOB GOODLATTE, Virginia
SHEILA JACKSON LEE, Texas DANIEL E. LUNGREN, California
MAXINE WATERS, California DARRELL E. ISSA, California
WILLIAM D. DELAHUNT, Massachusetts J. RANDY FORBES, Virginia
ROBERT WEXLER, Florida STEVE KING, Iowa
STEVE COHEN, Tennessee TRENT FRANKS, Arizona
HENRY C. “HANK” JOHNSON, JR., LOUIE GOHMERT, Texas

Georgia JIM JORDAN, Ohio
PEDRO PIERLUISI, Puerto Rico TED POE, Texas
LUIS V. GUTIERREZ, Illinois JASON CHAFFETZ, Utah
BRAD SHERMAN, California TOM ROONEY, Florida
TAMMY BALDWIN, Wisconsin GREGG HARPER, Mississippi

CHARLES A. GONZALEZ, Texas
ANTHONY D. WEINER, New York
ADAM B. SCHIFF, California

LINDA T. SANCHEZ, California

DEBBIE WASSERMAN SCHULTZ, Florida
DANIEL MAFFEI, New York

[Vacant]

PERRY APELBAUM, Staff Director and Chief Counsel
SEAN MCLAUGHLIN, Minority Chief of Staff and General Counsel

1)



CONTENTS

APRIL 1, 2009

Page
OPENING STATEMENTS
The Honorable John Conyers, Jr., a Representative in Congress from the
State of Michigan, and Chairman, Committee on the Judiciary ..................... 1
The Honorable Lamar Smith, a Representative in Congress from the State
of Texas, and Ranking Member, Committee on the Judiciary ...........cccceceeunee. 2
The Honorable Robert C. “Bobby” Scott, a Representative in Congress from
the State of Virginia, and Member, Committee on the Judiciary .................... 7
The Honorable F. James Sensenbrenner, Jr., a Representative in Congress
from the State of Wisconsin, and Member, Committee on the Judiciary ........ 8
The Honorable Daniel E. Lungren, a Representative in Congress from the
State of California, and Member, Committee on the Judiciary ....................... 9
The Honorable Darrell E. Issa, a Representative in Congress from the State
of California, and Member, Committee on the Judiciary .........cccccceevrcrveennnnen. 10
WITNESSES
The Honorable Judy Biggert, a Representative in Congress from the State
of Illinois
Oral TESEIMONY ...ccciiiiiiiiiieiieiie ettt ettt ettt e et e st e ebee st e ebeessbeesaeesnseasnas 10
Prepared Statement .........cocccviieeiiiiieiiiiieiecee e 12
The Honorable Neil Abercrombie, a Representative in Congress from the
State of Hawaii
Oral TESTIMONY  ...oeiiiiiiiiiiieeiiite et et et e et eeeste e e e sabeeessbaee s sbeessnsaessnsseesnsseens 13
Prepared Statement .........ccccceieeiiiiieiiiiecieeeere e e e e e 15
The Honorable Elijah E. Cummings, a Representative in Congress from the
State of Maryland
[0 1 B =Ty 00 ) oSSR 16
Prepared Statement ..........cccooceiiiiiiiiiiiienieee e 18
Ms. Rita Glavin, Acting Assistant Attorney General, Criminal Division, De-
partment of Justice
Oral TESEIMONY ...ocitieiiieiiieiieiie ettt ettt et e bt e st e et eesabeebeesnbeesaeesnseannas 19
Prepared Statement .........ccocciveeiiiiiiiiiieeeee e 22
Mr. John Pistole, Federal Bureau of Investigation
Oral TESEIMONY ...ocoiieiiiiiieiiieeie ettt ettt et ettt e et e e st e ebeesabeebeessbeesaeesnseasnas 55
Prepared Statement 56
Mr. Jonathan Mintz, New York City Department of Consumer Affairs
Oral TESEIMONY ..eocvtieiiiiiiiiiieite ettt ettt et e et e st e et e sabeebeessbeesaeesnseensnas 44
Prepared Statement .........ccoccceveeiiiiieniiiieeceee e 46
Mr. Ira J. Rheingold, National Association of Consumer Advocates
Oral TESEIMONY ..eecitieiiiiiiiiiieiie ettt ettt ettt e et e st e ebeesabeebeessbeesaeesnseensnas 55
Prepared Statement .........ccccvvveiiiiieiiiieeecee e e 56
Mr. Barry J. Pollack, National Association of Criminal Defense Lawyers
Oral TESEIMONY ...ccvtieiiiiiiieiieiie ettt ettt ettt e et e st e ebee st e ebeessbeesaeesnseasnas 60
Prepared Statement 62
Ms. Marcia G. Madsen, Institute of Legal Reform, Chamber of Commerce
Oral TESEIMONY ...ocvviiiiiiiiieiieite ettt ettt ettt et e et e st e ebeesabeebeessaeesaeesnseensnas 70
Prepared Statement .........ccocccveeeeiiiiiiiiiiieee e 73
Mr. Joseph E.B. White, Taxpayers Against Fraud
Oral TESEIMONY ...ecotieiiiiiiieiieiie et ettt ettt et et e et e st e ebee st e ebeessseesaeesnseensnas 86
Prepared Statement .........coccciieiiiiiieiiiiieeeee e 88



v

Page
LETTERS, STATEMENTS, ETC., SUBMITTED FOR THE HEARING
Prepared Statement of the Honorable John Conyers, Jr., a Representative
in Congress from the State of Michigan, and Chairman, Committee on
the JUAICIATY .eviiiiiiiieeieeeceeeee ettt et ee e e re e e e ta e e e e aa e e e sseeesnnneeennnns 2

APPENDIX

MATERIAL SUBMITTED FOR THE HEARING RECORD

.R. 1748 | the “Fight Fraud Act of 2009” ........cccviiiiieeeiee et 128
.R. 1292, “To amend Title I of the Omnibus Crime Control and Safe Streets
Act of 1968”




PROPOSALS TO FIGHT FRAUD AND
PROTECT TAXPAYERS

WEDNESDAY, APRIL 1, 2009

HOUSE OF REPRESENTATIVES,
COMMITTEE ON THE JUDICIARY,
Washington, DC.

The Committee met, pursuant to notice, at 10:09 a.m., in room
2141, Rayburn House Office Building, the Honorable John Conyers,
Jr. (Chairman of the Committee) presiding.

Present: Representatives Conyers, Berman, Scott, Jackson Lee,
Delahunt, Johnson, Baldwin, Maffei, Smith, Sensenbrenner, Coble,
Gallegly, Lungren, Issa, King, Franks, Jordan, and Chaffetz.

Staff present: (Majority) Perry Apelbaum, Staff Director and
Chief Counsel; Robert Reed, Counsel; Brandon Johns, Staff Assist-
ant; and (Minority) Sean McLaughlin, Chief of Staff and General
Counsel.

Mr. CONYERS. Good morning, ladies and gentlemen. Today’s
hearing concerns itself with how best to fight fraud and protect
taxpayers.

We have 7 bills in front of us and 13 different statutes already
law that deal with the problem of when companies cross the line.

So what are we trying to do? We are trying to separate in this
global economic crisis accidents, bad judgment, errors, huge mis-
takes that have been committed from those strategies, tactics or in-
tentions to cross the line into the criminal code.

In this multitrillion-dollar meltdown, it is very hard, especially
with as little regulation and inquiry that has gone on so far, to de-
termine which is which. And so we are here to begin this discus-
sion with the Committee that has this very enormous responsi-
bility.

And so I am pleased to start this off. I will put the rest of my
statement in the record. And I will yield to my friend from Texas,
Mr. Smith, the Ranking Member of this Committee.

[The prepared statement of Chairman Conyers follows:]

o))
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PREPARED STATEMENT OF THE HONORABLE JOHN CONYERS, JR., A REPRESENTATIVE
IN CONGRESS FROM THE STATE OF MICHIGAN, AND CHAIRMAN, COMMITTEE ON THE
JUDICIARY

Statement of the Honorable John Conyers Jr.
for the Hearing on
“Fighting Fraud and Protecting Taxpayers”
Before the Committee on the Judiciary

Wednesday, April 1, 2009, at 10:00 a.m.
2141 Rayburn House Office Building

As we convene this hearing, our country is in the midst of
the worst economic crisis since the Great Depression. Over the
past year or so, we have seen huge shocks to our financial and
economic system. American citizens and taxpayers across the
country have been the victims of outright fraud and
irresponsible behavior. We also want to distinguish between
bad mistakes and intentional misconduct. It is in this context
that I want to make three important points.

First, this financial and economic crisis is replete with
examples of reckless behavior and poor judgment. They
include:

+  AIG’s irresponsible plan to insure securities that it knew it
did not have the financial resources to cover.

«  Recent reports of AIG paying $165 million in bonuses
earlier this year to its employees with federal government
funds.



+  Companies luring consumers into buying homes by
aggressive marketing of subprime loans with low teaser
rates, only to see homeowners eventually lose their homes
to foreclosure.

»  The financial services industry skimming billions of dollars
from the rising tide of real estate values by marketing
mortgage backed securities to investors around the world.
Once the real estate bubble collapsed, the mortgage backed
securities became toxic.

e Bernie Madoff defrauding thousands of innocent investors

through the use of a Ponzi scheme.

Second, in light of these abuses, we need tough responses
and adequate solutions because those who engaged in
wrongdoing must be held accountable. There are federal laws
on the books that permit law enforcement to investigate and
prosecute mortgage fraud or securities fraud. However, the
recent crisis has exposed gaps in these laws that we should

consider closing.

»  For example, the crime of “securities fraud” in the United
States Code does not encompass fraud in the marketing of

commodities or futures contracts.
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»  The definition of financial institution in the bank fraud
statute does not currently include a mortgage lending
business.

»  There are gaps in the False Claims Act that jeopardize
federal contracts.

« It is unclear whether existing statutes which were written in
the context of government contracting would adequately
cover fraud in connection with the unique financial
relationships that are contemplated by the stimulus and

€Conomic recovery programs.

We also must ensure therefore, going forward, the federal
government is protected in its attempts to assist and fund
recovery efforts, and that the laws are sufficient to ensure
prosecution of those who commit fraud involving the theft of

federally provided “stimulus” or “recovery” funds.

Third, we must ensure that investigative and prosecuting
agencies have the adequate resources that they need to combat
these fraudulent actions. Many of the legislative proposals we
plan to explore in this hearing seek to do just that, by providing
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additional funds to, among other agencies, the Department of
Justice and the FBI.

I want to thank Representatives Smith, Scott, Berman,
Lungren, Abercrombie, Biggert, and King for offering proposals
for consideration at this hearing. All of your ideas are valuable
as we try to assess the best ways to fight fraud and rescue our

country and its citizens from a horrible economic crisis.

Mr. SmITH. Thank you, Mr. Chairman.

Mr. Chairman, I appreciate your holding this hearing today on
legislative proposals to address mortgage fraud, securities fraud,
and other financial crimes.

Congress cannot prevent all crime, but Congress can ensure that
tough penalties are in place to punish offenders and deter future
wrongdoers. And we can provide law enforcement officials and
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prosecutors with the resources and tools they need to bring crimi-
nals to justice.

In times of crisis, crime often flourishes. Following the 9/11 ter-
rorist attacks and Hurricane Katrina, unscrupulous people chose to
exploit these tragedies to pad their pockets with funds intended to
help the victims.

Bringing to bear the heavy hand of government in too heavy a
manner can be counterproductive. This could lead to a long-term
reduction in credit, fewer bidders for government contracts, and
higher costs for taxpayers. We must strike an appropriate balance
in advancing anti-fraud legislation.

Many of the bills on our agenda today strike that balance,
though I am concerned with one or two others.

I am pleased to join you, Mr. Chairman, as a sponsor of H.R.
1948, the Fight Fraud Act of 2009. This legislation amends Federal
criminal laws to include fraud committed by mortgage-lending
businesses or other entities that provide mortgage loans. The Fight
Fraud Act also authorizes additional funds for Federal law enforce-
ment agencies and prosecutors charged with combating these fraud
schemes.

I am also pleased to join my colleague from California, Mr. Lun-
gren, as a sponsor of his legislation to address money-laundering,
and Crime Subcommittee Chairman Scott, as a sponsor of his legis-
lation to support the National White Collar Crime Center.

I wish to commend the gentlelady from Illinois, Judy Biggert, for
her legislation to provide additional resources to the FBI for its
mortgage loan fraud investigations. And I thank Mr. Abercrombie
for joining us today to speak about his war profiteering legislation,
which I also support.

Unfortunately, in addition to these bills that will help the gov-
ernment’s effort to fight fraud, we are also considering the False
Claims Corrections Act as part of the Committee’s effort at ad-
dressing fraud. No one doubts the tremendous importance the
False Claims Act has played in combating fraud in federally funded
programs.

Since 1986, when it was last amended, the Federal Government
has recovered over $21 billion under the False Claims Act. How-
ever, as the act’s success demonstrates, it is not in need of the sub-
stantial overhaul that the False Claims Act Corrections Act pro-
poses.

As currently drafted, this bill does not properly strike the bal-
ance between providing the government the tools it needs to fight
fraud and ensuring that innocent recipients of Federal funds are
not hauled into court to defend against lawsuits based on an overly
broad law.

I suspect that the provisions of this legislation will subject non-
fraudulent conduct of too many organizations, including hospitals,
universities, and non-profits to costly False Claims Act litigation,
while at the same time taking away defenses against frivolous
cases.

Every Member of this Committee undoubtedly is concerned with
combating fraudulent claims against the Federal Government. If
there is identifiable fraud against the government that the False
Claims Act is currently unable to address, we should amend the
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law to close the gaps, but I believe that, as currently drafted, the
False Claims Corrections Act does go too far. In our haste to fix
a few problems, we must be careful not to create new ones.

Thank you, Mr. Chairman. I will yield back.

Mr. CoNYERS. The Chairman of the Subcommittee on Crime,
Bobby Scott of Virginia?

Mr. ScoTT. Thank you, Mr. Chairman, for holding this hearing
on fighting fraud and protecting taxpayers.

As we explore ways to hold accountable unscrupulous mortgage
brokers, Wall Street executives, government contractors, I hope
this hearing will give us more insight on what is being done and
particularly what is needed in the way of resources to investigate
those suspected of serious crimes of fraud against the taxpayers.

The underpinnings of the financial crisis began as banks and pri-
vate mortgage companies relaxed their standards for loans, approv-
ing riskier mortgages with less scrutiny. This created an environ-
ment that some took as an invitation to fraud.

In the last 3 years alone, the number of criminal mortgage fraud
investigations opened by the FBI has more than doubled. The FBI
has previously testified that it currently has more than 2,000 mort-
gage fraud investigations open, but only 250 agents specifically as-
signed to those cases.

I understand that, for the savings and loan debacle a few years
ago, we had over 1,000 agents assigned to those cases. The amount
of finances associated with this problem is approximately three
times the size of the problem with the savings and loan debacle.

So I support more resources for the Department of Justice to as-
sist the FBI and the States in enforcing the fraud laws to recover
the billions lost.

I am not at this point persuaded that we need new criminal laws
in this area. Many in this industry knew they were dealing with
worthless paper. They even had names for the paper like “NINJA
loans.” That is “no income, no job or assets” loans. And they were
laughing as they put these things together.

These loans were then passed off as AAA assets. And when
somebody sells the garbage as AAA assets, somebody along the way
has committed common law fraud. To suggest that we need new
criminal laws may suggest that the behavior that got us into this
mess was not already criminal.

And, furthermore, new laws and penalties could not be applied
retroactively and therefore would not apply to those who committed
crimes that has got us in the mess we are in today.

I believe that Federal mail and wire fraud statutes should be suf-
ficient to address the problem on the Federal level. Penalties asso-
ciated with these statues are substantial. Mail and wire fraud vio-
lations carry a maximum penalty of 20 years, and any mail or wire
fraud that affects a financial institution increases the maximum
sentence to 30 years.

It is not just mail and wire fraud that is at the disposal of Fed-
eral prosecutors. The FBI has already identified nine applicable
Federal criminal statutes which may be charged in connection with
mortgage fraud.

And in addition to the Federal criminal law, these financial
crimes can be also prosecuted by State and local law enforcement
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ofﬁltlzials under aggressive and very punitive State criminal laws, as
well.

So, Mr. Chairman, what we need to do is provide more resources
to law enforcement to prosecute the fraud, whether it is consumer
1.D. theft, contracting fraud in Iraq, or mortgage fraud that affects
us all today.

In this regard, I have introduced H.R. 1779, the Financial
Crimes Resources Act, that provides an authorization for additional
funding to various government agencies responsible for enforcing fi-
nancial fraud and identify theft laws. For example, the bill author-
izes $100 million to the FBI for fiscal years 2010 through 2012 and
$50 million to U.S. attorneys’ offices to investigate and prosecute
identify theft, financial fraud, financial crimes, and other fraud.

The bill also provides resources to cover the costs associated with
providing Federal defense services for these fraud cases. More im-
portantly, the bill addresses the lack of funding at the State level.
We need to provide adequate resources to State authorities to bat-
tle fraud, and we need to ensure that Federal authorities are co-
ordiniting with their State counterparts to ensure an effective ap-
proach.

H.R. 1779 aims that achieving this task by allocating $250 mil-
lion at the State and local level to attack the low-hanging fruit of
identity theft and predatory lending practices that Federal prosecu-
tors fail to go after today.

And, Mr. Chairman, I think it is appropriate to note that, if we
spend this money on prosecution today, it will not only have a de-
terrent effect, but there is significant potential for fines and for-
feiture that will offset most of the cost of prosecution.

I am supportive of other bills that have been introduced to pro-
vide more resources to combat fraud. This includes H.R. 1292, a
bill that introduced with you, Mr. Chairman, and the Ranking
Member of the full Committee, which would authorize funds for
States to work with the information-sharing and training pro-
grams, such as the National White Collar Crime Center.

The center has over 30 years of experience, provides a nation-
wide support network for State and local enforcement agencies in-
volved in prevention, investigation and prosecution of economic,
high-tech, and terrorism-related crime.

In addition, both the Chairman’s Fight Fraud Act and the bill in-
troduced by the gentlelady from Illinois, Mrs. Biggert, the Stop
Mortgage Fraud Act, contained provisions allowing for additional
Federﬁl resources to combat fraud, and I support these provisions,
as well.

Now, Mr. Chairman, I look forward to hearing from our wit-
nesses on the legislative approach that we are going to take in
dealing with the mortgage fraud and other financial fraud, and
look forward to their testimony and suggestions on what we need
to do.

Thank you, and I yield back.

Mr. CONYERS. Former Chairman of Judiciary Committee for 6
years, Jim Sensenbrenner.

Mr. SENSENBRENNER. Thank you very much, Mr. Chairman.

The False Claims Act is the principal tool of law enforcement to
combat fraud against Federal programs. Originally passed at the
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behest of President Lincoln during the Civil War for combat fraud
against the Union Army, it has been amended several times, since
then the most recent change in 1986.

Under the act, private parties or whistleblowers may bring a civil
qui tam action for violations of the act for themselves and the U.S.
government. The government has the primary responsibility for
prosecuting the action when it opts to proceed with the matter. Any
damage awards may be trebled and are apportioned among the
whistleblower and the Treasury.

I am sure no one here would argue that the False Claims Act has
been anything but successful for the Federal Government. In the
past 20-plus years, more than $20 billion in settlements and judg-
ments have been achieved. A study found that the Federal Govern-
ment is bringing back $15 for every dollar it spends pursuing FCA
cases.

Although the False Claims Act has been successful, there is al-
ways room for improvement. Several Federal courts have applied
and interpreted provisions of the FCA in ways that have substan-
tially weakened the law. For example, the False Claims Act Correc-
tion Act closes the loopholes that permit fraudsters from stealing
with impunity and from allowing the government to fully recover
stolen funds.

Last year in Allison Engine, the courts stressed its hands were
tied when it held that the Justice Department could only prosecute
those who steal government funds from the government itself.

With the U.S. government relying on private contractors to dis-
burse funds for everything from our Medicare prescription drug
program to our war efforts in Iraq, billions of Federal dollars are
now in jeopardy. The bailouts that Congress is approving left and
right, without the proper transparency or accountability, only adds
to the government funds in jeopardy from the fraudsters.

It is my hope that the House passes the proposed amendments
this year and removes the debilitating qualification that fraud per-
petrators use to hide behind judicially created qualifications and
evade liability.

I yield back the balance of my time.

Mr. CONYERS. Mr. Lungren or Mr. Issa, are you so inclined?

Mr. Lungren?

Mr. LUNGREN. Thank you very much, Mr. Chairman.

As one who has supported the False Claims Act amendments in
the past and voted basically for the restoration of this law or the
effective restoration of this law during the Reagan administration,
I might just mention that this does have a Republican heritage to
it.

It was asked for in its concept by Abraham Lincoln. The Con-
gress passed it. It was signed by Abraham Lincoln. It was effective,
fell into disuse for a period after World War II. It was not until
the 1980’s when the Reagan administration asked it be resurrected
in an effective mode that we passed it out of this Committee.

It was on the floor. It was passed in the House and the Senate,
signed by President Reagan. Because of some court decisions which
basically say, if you are not the direct contractor, you are a subcon-
tractor, we cannot go after this, we need this change.
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It also clarifies some things, streamlines some procedures both
for dismissal and for people bringing this forward. And for those
who would suggest that this is not the place for private action, I
would just suggest that the gentleman from Wisconsin’s statement
that the Federal Government manages to recover $15 for every dol-
lar it expends suggests that this is a very effective means by which
we ride herd on those who would defraud our country.

This goes to the question of war profiteers. It also goes to the
question of those who would receive the benefit of the humongous
stimulus package that we have voted and other spending that ap-
pears to be on the horizon.

I thank the Chairman for the time.

Mr. CoNYERS. Darrell Issa?

Mr. IssA. I thank the Chairman for holding this hearing, and I
look forward to voting for most, if not all, of these bills.

I do have some concern with the modifications in the False
Claims Act, somewhat differently than my colleague. Although I
appreciate the Republican nature of this, I believe that the inher-
ent nature between a contractor and their subcontractors is an im-
portant one where, if the Federal Government using third-party
specialists to sue receives money, in a sense, for the government,
that is fine.

One of the challenges is that it ultimately runs up the cost for
the general contractor. So although I accept the fact that whistle-
blowers through my Committee next door are essential, I am not
sure that the bill as proposed really brings about the kind of cost-
benefit that it could.

In a nutshell, it doesn’t cost that much to get whistleblowers to
blow the whistle on subcontractors either to the government to
take action or, more properly, to the government to inform the gen-
eral contractors so the general contractor can find better sub-
contractors and save the government more money overall.

But I do look forward to the hearing today and yield back.

Mr. CONYERS. Steve King? Okay.

Trent Franks? Okay.

Ladies and gentlemen, we are pleased to receive these comments
of our Members who are here. Judy Biggert is a lawyer from Illi-
nois, a Member of three Committees, Financial Services, Education
and Labor, Science and Technology, has worked with this Com-
mittee in helping us set up discussions with—informal discussions
with members of the Supreme Court over the years.

I am happy to have her with us. And we have your statements
all that are in the record and allow you to proceed at this time.

TESTIMONY OF THE HONORABLE JUDY BIGGERT, A REP-
RESENTATIVE IN CONGRESS FROM THE STATE OF ILLINOIS

Mrs. BIGGERT. Thank you very much, Mr. Chairman and thank
you and the Ranking Member, Smith, and the Members of the
Committee for extending to me the opportunity to join you today.
Given your agenda, I will be brief.

Some years ago, the Chicago Tribune published a series that re-
vealed that gangs in the Chicago area increasingly were turning to
mortgage fraud. They found it easier and more lucrative than sell-
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ing drugs, believe it or not. But it turns out that the gangs were
not alone. Everyone, it seems, was in on the act.

Just last week, the U.S. attorney in Chicago, Patrick Fitzgerald,
brought mortgage fraud indictments against two dozen players.
They are brokers, accountants, loan officials, and processors, and
attorneys.

Mortgage fraud comes in all shapes and sizes. Scam artists in-
flate appraisals, flip properties, and lie about information, includ-
ing income and identity, on loan applications. Some used the iden-
tity of deceased people to obtain mortgages, and other desperate
thieves bilked out of their homes and home equity the most vulner-
able homeowners and seniors in dire financial straits.

Let’s face it: This is just the tip of the iceberg. And we in Con-
gress, as we work to get the economy back on track and credit flow-
ing again, we have to address what was at the root of the mortgage
meltdown in the first place, and that is mortgage fraud.

Mortgage fraud continues to be on the rise in record numbers.
The FBI has reported that, in 5 years, its mortgage fraud caseload
increased by 237 percent and investigations more than doubled in
3 years.

During a 12-month period ending in 2008, mortgage fraud re-
ports increased by 44 percent, reaching over 63,000 reports, with
predictions of up to $25 billion in losses. On refinanced FHA loans,
defaults have more than quadrupled.

For the fifth year in a row, my State of Illinois secured a spot
on the Mortgage Asset Research Institute’s top 10 list of States
with the most severe and prevalent incidents of mortgage fraud. In
2009, the mortgage fraud case report, issued last week, Illinois
ranked third in the Nation, behind Rhode Island and Florida.

As a former real estate attorney and Member of the House Com-
mittee on Financial Services, I have seen firsthand the devastating
effects of mortgage fraud. It has plagued our financial system and
economy.

Most tragically, it has cost millions of American families their
homes and required taxpayers to commit trillions of dollars to prop
up the financial industry. It is just not fair to the good actors in
the industry and the 90 percent of homeowners who are paying
their mortgages on time.

That is why I was pleased to join you, Mr. Chairman and Rank-
ing Member Smith, in introducing H.R. 1748, the Fight Fraud Act,
and I introduced H.R. 78, the Stop Mortgage Fraud Act. I look for-
ward to working with you and the Members of this Committee on
these important bills.

Last Congress, the House three times passed in some form my
bill, the Stop Mortgage Fraud Act, only to see it removed or ig-
nored by the Senate. But I haven’t given up, and I won’t give up.

This Congress, I reintroduced the Stop Mortgage Fraud Act to
provide additional funds to the FBI and the Department of Justice
to investigate and prosecute mortgage fraud.

By bolstering Federal law enforcement’s efforts, Congress can
help to inject certainty and fairness into the mortgage system to re-
store investor, homebuyer and public confidence in the American
dream and our financial system.
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As we work to modernize financial laws and regulations, it is our
duty to supply Federal law enforcement with the tools and re-
sources it needs to rapidly tackle fraud, particularly mortgage
fraud. Fighting fraud must be a central role in solving the under-
lying problems that have undermined the economic recovery.

With that, I respectfully request that you support H.R. 78, and
I offer my continued commitment to improve the bill and move it
through the legislative process.

Thank you again for your time and dedication to this matter.

[The prepared statement of Mrs. Biggert follows:]

PREPARED STATEMENT OF THE HONORABLE JUDY BIGGERT,
A REPRESENTATIVE IN CONGRESS FROM THE STATE OF ILLINOIS

Chairman Conyers and Ranking Member Smith: thank you for extending to me
the opportunity to join you today. Given your agenda, I'll be brief.

Some years ago, the Chicago Tribune published a series that revealed that gangs
in the Chicago area increasingly were turning to mortgage fraud. They found it easi-
er and more lucrative than selling drugs. It turns out the gangs were not alone; ev-
eryone, it seems, was in on the act.

Just last week, the U.S. Attorney in Chicago, Patrick Fitzgerald, brought mort-
gage fraud indictments against two dozen players. They are brokers, accountants,
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cations. Some used the identity of deceased people to obtain mortgages. And other
desperate thieves bilked out of their homes and home equity the most vulnerable
homeowners and seniors in dire financial straits.

Let’s face it: this is just the tip of the iceberg. And as we in Congress work to
get the economy back on track and credit flowing again, we have to address what
f\gva\s dat the root of the mortgage melt-down in the first place and that is mortgage
raud.

Mortgage fraud continues to rise in record numbers. The FBI has reported that
in 5 years, its mortgage fraud caseload increased by 237 percent, and investigations
more than doubled in three years. During a 12-month period ending in 2008, mort-
gage fraud reports increased by 44 percent—reaching over 63,000 reports—with pre-
dictions of up to $25 billion in losses. On refinanced FHA loans, defaults have more
than quadrupled.

For the 5th year in a row, Illinois secured a spot on the Mortgage Asset Research
Institute’s (MARI) top ten list of states with the most severe and prevalent incidents
of mortgage fraud. In MARI’s 2009 Mortgage Fraud Case Report—issued last week,
Illinois ranked third in the nation, behind Rhode Island and Florida.

As a former real estate attorney and member of the House Committee on Finan-
cial Services, I've seen first-hand the devastating effects of mortgage fraud. It has
plagued our financial system and economy. Most tragically, it has cost millions of
American families their homes and required taxpayers to commit trillions of their
hard-earned dollars to prop-up the financial industry. It’s just not fair to the good
actors in the industry and the 90 percent of homeowners who are paying their mort-
gage on time.

That’s why I was pleased to join with you, Chairman Conyers and Ranking Mem-
ber Smith, in introducing H.R. 1748, the “Fight Fraud Act,” and I introduced H.R.
78, the “Stop Mortgage Fraud Act.” I look forward to working with you and Mem-
bers of this Committee on these important bills.

Last Congress, the House three times passed—in some form—my bill, the Stop
Mortgage Fraud Act, only to see it removed or ignored by the Senate.

But I haven’t given up, and I won’t give up. This Congress, I reintroduced the
Stop Mortgage Fraud Act, now H.R. 78, to provide additional funds to the FBI and
Department of Justice to investigate and prosecute mortgage fraud.

By bolstering federal law enforcement’s efforts, Congress can help to inject cer-
tainty and fairness into the mortgage system—to restore investor, homebuyer, and
public confidence in the American Dream and our financial system. As we work to
modernize financial laws and regulations, it’s also our duty to supply federal law
enforcement with the tools and resources it needs to rapidly tackle fraud, particu-
larly mortgage fraud. Fighting fraud must play a central role in solving the under-
lying problems that have undermined economic recovery.
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With that, I respectfully request that you support H.R. 78, the Stop Mortgage
Fraud Act. I offer my continued commitment to improve the bill and move it
through the legislative process. Thank you, again, for your time and dedication to
this matter.

Mr. CoNYERS. Neil Abercrombie of Hawaii is a senior athlete, a
jazz historian, and an unlicensed lawyer. So we are particularly
happy to have him before us.

Welcome, Neil.

TESTIMONY OF THE HONORABLE NEIL ABERCROMBIE, A
REPRESENTATIVE IN CONGRESS FROM THE STATE OF HAWAII

Mr. ABERCROMBIE. Ah, there we are.

Thank you very much, Mr. Chairman. Mahalo nui loa to you, and
aloha to you and Mr. Smith and all the Members. Thank you very
much for the opportunity to be with you.

Mr. Chairman, before I begin, I want to express to you what I
know is a shared feeling, I am sure by all the Members and the
staff, that you will be losing Mr. Luis de Baca to the State Depart-
ment, but I want to say that the Nation is all the more gaining
from it and the world.

He will be ambassador-at-large in the State Department in the
area of trafficking in persons, particularly women and girls,
throughout the world who are now suffering oppression, will find
a great champion in Mr. de Baca. And I commend you and the
Committee for having the foresight to have him with you. And I
know we wish him all a bon voyage in his new role.

Mr. Chairman and Members, I am very grateful to the Com-
mittee your hearing on H.R. 1667, and I want to thank Mr. Smith
for his mentioning it in his remarks. This is a bill I believe that
does not have an ideological equation or philosophical equation, a
partisan equation, but one which is particularly American, going
back, as was indicated by Mr. Lungren and others, something
which the Members of Congress have had a shared obligation and
responsibility for and about for decades.

The War Profiteering Prevention Act of 2009 and other legisla-
tion which will begin to hold companies that accept and spend the
public’s money more accountable to the public.

Mr. Chairman, as you know, this bill is part of a larger package
of legislation intended to deter waste and abuse of public funds. It
is absolutely essential to strengthen Federal law so that private-
sector contractors who enter agreements with the government to
provide goods and services will know that the misuse of public
funds is a crime and that violators will be prosecuted and pun-
ished.

It is also absolutely essential to strengthen Federal law so that
the public knows that such behavior will no longer be tolerated.

It is unfortunate that a relatively few American companies have
wreaked complete havoc on our country’s economy and provoked
national outrage with their singular focus on profits at the expense
of market stability, the long-term benefit of their customers, and
any sense of business ethic.

But it didn’t just happen last year or just on Wall Street or just
in our domestic housing and financial markets. The same corrupt
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atmosphere followed our military forces overseas and is the par-
ticular object of my bill.

The last Administration privatized logistical support for combat
and reconstruction operations in Iraq and Afghanistan to an extent
unprecedented in our history.

Wars have always been huge and highly profitable business, but
never have we seen the pursuit of profit practiced with more cava-
lier disregard for the health and safety of our troops, the ultimate
success of our reconstruction efforts, or the continuing support of
the American public.

In fact, some of our largest contractors have acted as if it was
open season on the United States taxpayer. At least 10 companies
eventually have paid more than $300 million in penalties to resolve
allegations of bid-rigging, fraud, gross overcharging, delivery of
faulty military parts, and environmental damage in Iraq alone.

Even more tragically, some of our soldiers have become casual-
ties of shoddy work, simply because U.S. law has not fully brought
these firms to account. There have been 16 reported deaths of
American soldiers and 2 civilians, not from combat, but from elec-
trocution, as a result of shoddy work.

Mr. Chairman, I wanted to add parenthetically that I am well
aware of some of the commentary made about existing law with re-
gard to fraud and misuse and abuse of public funds.

Our difficulty here and the reason for this bill appearing before
you is there is now some question as to the legal reach of these
laws outside the Nation in warzones and combat zones, such as in
Iraq and Afghanistan, and that is the object of the bill, not to reit-
erate what is already on the books, but rather to see to it that no
legal obstacles might exist to be able to bring such perpetrators ac-
count.

The United States has spent more than $50 billion to hire pri-
vate contractors in Iraq to provide food, water, gasoline, and other
supplies, guard bases, drive trucks, and many other activities in
support of our troops or for reconstruction itself.

Today, with an additional 21,000 troops planned for deployment
to Afghanistan, along with billions of reconstruction dollars, con-
tract accountability is an urgent need.

Cleaning up this mess and preventing its recurrence has been
hampered by the fact that anti-fraud laws that can protect against
the waste or theft of U.S. tax dollars in the United States are not
as clearly applicable overseas. There has been and is ambiguity in
legal jurisdiction.

An abundance of well-documented cases of contract fraud and
abuse led to the introduction of the War Profiteering Prevention
Act in 2007, to that bill’s markup and hearing before this Com-
mittee, and to its passage in the full House in October 2007 by an
overwhelming vote of 375-3.

I am hoping that the three will re-read this bill and that we can
prevail upon them to reconsider.

However, the Bush Administration, through its testimony
against the bill before your Committee and on the floor of the
House, viewed this legislation as an example of burdensome regula-
tion over the free enterprise system. As a result, action in the Sen-
ate was blocked.
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And as a result, we have worked the bill over in such a way as
we hope and believe will meet the objections that existed pre-
viously.

That bill was H.R. 400, has now been reintroduced in new form,
which, as I say, I hope will address such questions as existed in
2007, introduced in the 111th Congress as H.R. 1667, which re-
(éeiveg, as I said, the favorable commentary of Ranking Member

mith.

The War Profiteering Prevention Act of 2009, that is before you
today. This measure is very brief and very direct. It defines con-
tract fraud and specifies who will be covered by the law and where
it will be in force. It does not have maybe some the general impli-
cations that found some objection previously.

It establishes jurisdiction very clearly for the enforcement of the
law and the prosecution under it. And it specifies the penalties for
violation of the law in fines and possible imprisonment.

It is profoundly distressing that such laws are necessary, but this
bill is critical to our national security interests, both for the sur-
vival of our own economy and accountability to the taxpayer and
the successful reconstruction in foreign nations gripped by extre-
mism.

We have seen what can happen without proper government over-
sight. We would be derelict in our responsibility to the public we
serve if we did not take every step available to us to discourage
such behavior in the future and punish those who violate the public
trust.

Therefore, Mr. Chairman and Mr. Smith, I appreciate today’s
hearing, certainly, and I appreciate the fact that you are having a
hearing on the wider problems of fraud and corruption.

And I certainly look forward to this Committee’s markup and
other pieces of reform legislation and their full consideration by the
House and will do all T can to aid and assist you, should anyone
still have any questions after we have gone through the House—
after the House has worked its will.

Thank you very much, Mr. Chairman. Mahalo nui loa.

[The prepared statement of Mr. Abercrombie follows:]

PREPARED STATEMENT OF THE HONORABLE NEIL ABERCROMBIE,
A REPRESENTATIVE IN CONGRESS FROM THE STATE OF HAWAII

Chairman Conyers and Members of the Judiciary Committee:

I am grateful to the Committee for today’s hearing on H.R. 1667, the War Profit-
eering Prevention Act of 2009, and other legislation which will begin to hold compa-
nies that accept and spend the public’s money accountable to the public. I appreciate
the opportunity to address the Committee on this matter.

Mr. Chairman, as you know, this bill is part of a larger package of legislation in-
tended to deter the waste and abuse of public funds. It is absolutely essential to
strengthen federal law so that private sector contractors who enter agreements with
the government to provide goods and services will know that the misuse of public
funds is a crime, and that violators will prosecuted and punished. It is also abso-
lutely essential to strengthen federal law so the public knows that such behavior
will no longer be tolerated.

It is unfortunate that a relative few American companies have wreaked complete
havoc on our country’s economy and provoked national outrage with their singular
focus on profits at the expense of market stability, the long-term benefit of their cus-
tomers and any sense of business ethic.

But it didn’t just happen last year, or just on Wall Street, or just in our domestic
housing and financial markets. The same corrupt atmosphere followed our military
forces overseas. The last Administration privatized logistical support for combat and



16

reconstruction operations in Iraq and Afghanistan to an extent unprecedented in
our history.

Wars have always been huge and highly profitable business, but never have we
seen the pursuit of profit practiced with more cavalier disregard for the health and
safety of our troops, the ultimate success of our reconstruction efforts or the con-
tinuing support the American public. In fact, some of our largest contactors have
acted as if it was open season on the U.S. taxpayer.

At least ten companies eventually paid more than $300 million in penalties to re-
solve allegations of bid rigging, fraud, gross overcharging, delivery of faulty military
parts and environmental damage in Iragq.

Even more tragically, some of our soldiers have become casualties of shoddy work,
simply because U.S. law has not fully brought these firms to account. There have
been 16 reported deaths of American soldiers and 2 civilians, not from combat, but
from electrocution.

The U.S. has spent more than $50 billion to hire private contractors in Iraq to
provide food, water, gasoline and other supplies, guard bases, drive trucks and
many other activities in support of our troops and for reconstruction. Today, with
an additional 21,000 troops planned for deployment to Afghanistan along with bil-
lions of reconstruction dollars, contractor accountability is an urgent need.

Cleaning up this mess and preventing its recurrence has been hampered by the
fact that anti-fraud laws that can protect against the waste or theft of U.S. tax dol-
lars in the United States are not as clearly applicable overseas. There has been am-
biguity in legal jurisdiction.

An abundance of well-documented cases of contract fraud and abuse led to the in-
troduction of the War Profiteering Prevention Act in 2007, to that bill’s mark-up and
hearing before this committee, and to its passage by the full House in October 2007
by a vote of 375-3.

However, the Bush Administration, through its testimony against the bill before
your committee and on the floor of the House, viewed this legislation as an example
of burdensome regulation over the free enterprise system. As a result, action in the
Senate was blocked.

That bill—H.R. 400—has now been reintroduced in the 111th Congress as H.R.
1667, the War Profiteering Prevention Act of 2009, and it is before you today.

The measure is very brief and very direct. It defines contract fraud; it specifies
who will be covered by the law and where it will be in force; it establishes jurisdic-
tion for the enforcement of the law and prosecution under it; and it specifies the
penalties for violation of the law, in fines and possible imprisonment.

It is profoundly distressing that such laws are necessary, but this bill is critical
to our national security interests; both for the survival of our own economy and ac-
countability to the taxpayer, and the successful reconstruction of foreign nations
gripped by extremism. We have seen what can happen without proper government
oversight. We would be derelict in our responsibility to the public we serve if we
did not take every step available to us to discourage such behavior in the future,
and to punish those who violate the public trust.

Mr. Chairman, I appreciate today’s House Judiciary Committee hearing on HR
1667, the War Profiteering Prevention Act of 2009, and on the wider problems of
fraud and corruption. I look forward to the Committee’s mark-up of this and other
pieces of reform legislation, and their consideration by the full House.

I am grateful for the opportunity to testify and will do anything I can to assist
the Committee in its deliberations.

Mr. CoNYERS. Elijah Cummings is the past Chairman of the Con-
gressional Black Caucus, Member of the Transportation Com-
mittee, as well as the Armed Services Committee.

Welcome this morning, Elijah.

TESTIMONY OF THE HONORABLE ELIJAH E. CUMMINGS, A
REPRESENTATIVE IN CONGRESS FROM THE STATE OF
MARYLAND

Mr. CuMMINGS. Thank you very much. Thank you very much,
Mr. Chairman. I am also a Member of the Government Reform
Committee also, where we have spent a lot of time looking at fraud
and a lot of the fraud that Mr. Abercrombie just talked about with-
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in the military. And, of course, looking at AIG and what is going
on right now with regard to these TARP funds.

Chairman Conyers, I want to thank you and Mr. Smith for invit-
ing us today. And I commend both of you and this entire Com-
mittee for your tireless efforts and your ongoing efforts to protect
consumers and prevent fraud, and I also appreciate the work of
this entire Committee in that regard.

I have worked closely with the administration of Governor Mar-
tin O’Malley in my home State of Maryland to make my constitu-
ents aware of the consumer protections available to them, and I am
pleased to be here.

From the instant the decision was made to inject taxpayer dol-
lars into the private capital markets, I have beaten a drum for the
rights of our Nation’s involuntary investors.

From for-profit loan-modification firms in the housing sector to
corporate bonuses and retention payments on Wall Street, we have
seen too many examples of our hard-working constituents getting
taken advantage of at a time when many are very—are in des-
perate straits themselves.

At the State level, the Maryland General Assembly has passed
the Maryland Mortgage Fraud Act, explicitly making mortgage
fraud a specific crime, as well as creating an affirmative obligation
for all mortgage brokers and lenders to report cases of fraud, theft
or forgery.

More recently, we have all seen the emergence of the so-called
foreclosure or loan modification consultants. These scam artists
charge high upfront fees to vulnerable consumers to supposedly
help them obtain modifications of their loans.

In reality, they are charging hard-working people for information
that is available to them at no cost. Too often, these efforts result
in both wasted money and wasted time. And that homebuyer is left
with two bags in each hand, one bag says, “Zero,” and the other
one says, “Debt.”

The bills to be considered by the Committee today would provide
exactly the kind of tools we need to create stronger taxpayer pro-
tections. In the case of AIG, all taxpayers have been victimized.

We have seen a pattern of less-than-full disclosure of AIG’s uses
of the TARP funds. First, we found out that they were attending
conferences at lavish resorts, having their manicures, pedicures,
and massages done at taxpayers’ expense, after getting significant
bailout money.

Then we found out that they were issuing bonuses and retention
payments even within the Financial Products division, whose ac-
tions brought AIG down and created the systemic turmoil that
threatens our entire economy, not only of this country, but of the
world.

Mr. Liddy, the head of AIG, and his team at AIG have not con-
vinced me that these bailout funds are always being used in the
best interests of the taxpayer. And it is simply unacceptable that
the taxpayers who provided these funds should have any doubts.

I particularly commend you, Mr. Conyers, and Mr. Smith, Mrs.
Biggert, Mr. Scott, Mr. Delahunt, and Ms. Jackson Lee for your
sponsorship of this legislation, but let me say something else.
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As I listen to Mr. Scott and I listen to Mr. Issa and some others,
I was thinking about, how do you address these issues? And as,
frankly, I haven’t practiced law for many years, I think there are
two things, and I think Mr. Scott hit on it very—did a good job of
pointing it out.

You know, the question is, it is not just whether you have the
laws on the books. The question is, is whether law enforcement
make those laws a priority to prosecute and whether they have the
resources to do it.

Now, Mr. Abercrombie makes a good point. There are some loop-
holes. And we need to fill those loopholes. But we also, Mr. Chair-
man—and just commentary—we need to make sure that the U.S.
attorney and our attorneys throughout—and his assistants
throughout the country and our State folks know that this is a pri-
ority of this Congress.

Now, I get tired of seeing my constituents after they have been
defrauded and left with nothing. And the sad part about it, as I
close, is that, you know, I have often said we have one life to live.
This is no dress rehearsal, and this is that life.

And it is so sad when I see people like I saw this morning, Mr.
Chairman, getting up at 5 o’clock in the morning, going out there,
working their butts off, and now they stand to lose their houses,
their homes, their savings, and their health care.

And then they see their tax dollars being used in a way that is
to me fraudulent. And they also see something else happening:
They also see that it becomes almost impossible for them to reclaim
their dream and reclaim their hope.

So I encourage this Committee to do what I know you are going
to do. And thank you for being so vigilant.

[The prepared statement of Mr. Cummings follows:]

PREPARED STATEMENT OF THE HONORABLE ELIJAH E. CUMMINGS,
A REPRESENTATIVE IN CONGRESS FROM THE STATE OF MARYLAND

Thank you, Chairman Conyers, for inviting me to testify today.

I commend Chairman Conyers and Ranking Member Smith for their tireless lead-
ership of our ongoing efforts to protect consumers and prevent fraud, and I also ap-
preciate the hard work of all Judiciary committee members.

I have worked closely with the administration of Governor Martin O’Malley in my
home state of Maryland to make my constituents aware of the consumer protections
available to them, and I am pleased to be here.

From the instant the decision was made to inject taxpayer dollars into the private
capital markets, I have beaten a drum for the rights of our nation’s “involuntary
investors.”

From for-profit “loan modification” firms in the housing sector to corporate bo-
nuses and retention payments on Wall Street, we've seen too many examples of our
hard-working constituents getting taken advantage of at a time when many are
truly desperate.

At the State level, the Maryland General Assembly has passed the Maryland
Mortgage Fraud Act, explicitly making mortgage fraud a specific crime, as well as
creating an affirmative obligation for all mortgage brokers and lenders to report
cases of fraud, theft, or forgery.

More recently, we've all seen the emergence of these so-called foreclosure or loan
modification consultants.

These scam artists charge high up-front fees to vulnerable consumers to sup-
posedly help them obtain modifications of their loans.

In reality they are charging hard-working people for information that is available
to them at no cost. Too often, these efforts result in both wasted money and wasted
time.

The bills to be considered by the committee today would provide exactly the kind
of tools we need to create stronger taxpayer protections.
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In the case of AIG, all taxpayers have been victimized. We have seen a pattern
of less-than-full disclosure of AIG’s uses of the TARP money.

First, we found out they were attending conferences at lavish resorts.

Then we found out they were issuing bonuses and retention payments, even with-
in the Financial Products division, whose actions brought AIG down and created the
systemic turmoil that threatens our entire economy.

Mr. Liddy and his team at AIG have not convinced me that these bailout funds
are always being used in the best interests of the taxpayer—and it is simply
inacceptable that the taxpayers who provided this funding should have any doubts.

I particularly commend Chairman Conyers, Mr. Smith, Ms. Biggert, Mr.
Delahunt, and Ms. Jackson Lee for their sponsorship of the Fight Fraud Act of 2009.

Including the Troubled Assets Relief Program in the definition of “major fraud
against the government” should help create transparency and increase account-
ability from the recipients of these taxpayer funds.

Whether as a, quote, “involuntary investor” or as the holder of an underwater
mortgage, the American taxpayer shouldn’t have to keep absorbing these blows.

The Fight Fraud Act and today’s hearing are the counterpunches they need. Mr.
Chairman, I commend you and the committee again on your efforts to root out fraud
and abuse.

Thank you for inviting me today, and with that, I yield back.

Mr. CONYERS. Well, we are indebted to all three of you and look
forward to our continued working together on these bills, and laws
like this, and how we enforce and supply the government with the
resources to do what you have suggested.

I thank you all for your attendance this morning.

We will now call up our second panel of seven witnesses. And we
are pleased to welcome the president and CEO of the Taxpayers
Against Fraud, Jeb White; senior law partner Marcia Madsen; an-
other law firm partner, Barry Pollack; the executive director and
general counsel of the Association of Consumers, Ira Rheingold; the
New York City commissioner for consumer affairs, Jonathan Mintz;
the deputy director of the Federal Bureau of Investigation, John
Pistole; and the acting assistant attorney general for the criminal
El}ilvision in the United States Department of Justice, Ms. Rita

avin.

Ms. Glavin has done some very excellent work. She will be our
first witness. All the statements will be in the record, so we wel-
come you to begin.

TESTIMONY OF RITA GLAVIN, ACTING ASSISTANT ATTORNEY
GENERAL, CRIMINAL DIVISION, DEPARTMENT OF JUSTICE

Ms. GLAVIN. As you all know, the Nation’s current economic cri-
sis has had devastating effects on mortgage markets, credit mar-
kets, the banking system, and all of our Nation’s citizens.

And while not all of the current economic ills are the result of
criminal activity, the financial crisis has laid bare criminal activity,
such as Ponzi schemes, that may have otherwise gone undetected
for years.

The Department of Justice is committed during these difficult
times to redoubling our efforts to uncover abuses involving finan-
cial fraud schemes, mortgage lending and securitization frauds,
foreclosure rescue scams, government program fraud, bankruptcy
schemes, and securities and commodities fraud.

Where there is evidence to criminal wrongdoing, including crimi-
nal activity that may have contributed to the current economic cri-
sis or any attempt to criminally profit from the current crisis, the
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department will prosecute the wrongdoers, seek to put them in jail
when appropriate, and work tirelessly to recover assets and crimi-
nally derived proceeds, and strive to make the victims whole.

Historically, the department has had tremendous success in iden-
tifying, investigating and prosecuting massive financial fraud
schemes. Last year, for example, the department obtained convic-
tions of four executives, including a former AIG executive who en-
gaged in corporate fraud by executing two false reinsurance trans-
th(i}ons to conceal a $59 million decrease in the loss reserves of

1G.

Similarly, last year, the department secured the conviction of five
former executives, including the owner and president of National
Century Financial Enterprises, one of the largest health care fi-
nance companies in the United States, until its 2002 bankruptcy,
on charges stemming from an investment fraud scheme resulting
in $2.3 billion in investor losses.

Last week, the former president of that company was sentenced
to 30 years in prison, and a co-owner was sentenced to 25 years
in prison. The defendants were also ordered to pay restitution of
$2.3 billion and forfeit $1.7 billion.

In just the last few weeks, the department has secured a guilty
plea from Bernard Madoff for securities fraud and mail fraud viola-
tions. And we filed a criminal complaint against Laura Pendergest-
Holt, the chief investment officer of Stanford Financial, alleging
that she obstructed an SEC investigation into the activities of
Stanford Financial.

The department has approached the current financial problem
with three primary goals, first, coordination. The department has
sought to aid in the coordination among law enforcement agencies
by working with our partner agencies in forming a variety of na-
tional and regional working groups. The coordination is important
to share information and share ideas.

Second, investigations and prosecutions. As always, the depart-
ment focuses on those to investigate financial fraud and mortgage
fraud. When people go to jail, when people incur stiff fines and
have to pay restitution, we deter similar conduct by others.

The department has over the last several years aggressively
prosecuted fraud cases. We have done nationwide sweeps, resulting
in hundreds of convictions.

Third, in addition to coordination and investigating, prosecuting
crimes, we look to fulfill our responsibilities to the victims, looking
to make them whole, looking to identify them, looking to recover
assets and provide the restitution to the victims.

In addition to continue our efforts to prosecute financial crimes,
like Ponzi schemes, mortgage fraud, securities fraud, the depart-
ment knows that we have to ensure that the funds that Congress
has authorized to rejuvenate our economy are used as intended.

Where these taxpayer funds are used unlawfully and where mis-
representations are made in order to get those funds, we are com-
mitted to looking at the matter, investigating and prosecuting
wrongdoers where we find them.

Our past experience, including many prosecutions relating to the
Hurricane Katrina recovery funds and the funds used as part of
the Iraq reconstruction efforts, show that we know when large in-
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vestments of taxpayer money go out over a short period of time,
people will try and exploit the system and criminally profit.

And we are aware of that. We are ready for that. And we are al-
ready starting to work with our other law enforcement agencies, in-
cluding the SIGTARP, to prepare for what may come down the
pike.

So looking forward, the department believes it has the tools it
needs to continue to vigorously combat financial fraud. We support
certain legislative steps that could be used to close existing gaps
that might exist in the law and strengthen some of the statutes
that we already use to prosecute these financial fraud crimes.

I appreciate the Committee’s invitation to be here today, and I
look forward to your questions.

[The prepared statement of Ms. Glavin follows:]
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PREPARED STATEMENT OF RITA GLAVIN
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Good moring Mr. Chairman and members of the Committee. Thank you for your
invitation to address the Committee concerning the Department of Justice’s efforts to prevent
and combat financial fraud. It is an honor to appear before you today. Since there are now seven
bills that are part of this hearing, most of which have just been introduced, we would like to
express our desire to work with the Committee on these bills before they move forward in the

legislative process. Because of timing, we will not be addressing them in this testimony.

The Nation’s current economic crisis has had devastating effects on mortgage markets,
credit markets, the banking system, and all of our Nation’s citizens. Although not all of our
current economic ills are the result of criminal activity, the financial crisis has laid bare criminal
activity — such as Ponzi schemes — that may have otherwise gone undetected for years. The
Department of Justice (the Department) is committed, during these difficult times, to redoubling
our efforts to uncover abuses involving financial fraud schemes, mortgage lending and
securitization frauds, foreclosure rescue scams, government program fraud, bankruptcy schemes,
and securities and commodities fraud. We are committed to adopting a proactive approach for
better detecting and deterring fraud in the future. Put very simply, where there is evidence of
criminal wrongdoing — including criminal activity that may have contributed to the current
economic crisis or any attempt to criminally profit from the current crisis — the Department will
prosecute the wrongdoers, seek to put them in jail, work tirelessly to recover assets and

criminally derived proceeds, and strive to make whole the victims of such crimes.

Today, T want to address some of the steps the Department has taken to combat financial

fraud and mortgage fraud and the actions the Department is taking to help protect taxpayers’
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money. Further, | want to address some steps that could be taken to aid in the Department’s

enforcement activities.

Financial Fraud Enforcement

Historically, the Department has had tremendous success in identifying, investigating,
and prosecuting massive financial fraud schemes. Last year, for example, the Department
secured the convictions of five former executives, including the owner and president of National
Century Financial Enterprises — one of the largest health care finance companies in the United
States until its 2002 bankruptcy — on charges stemming from an investment fraud scheme
resulting in $2.3 billion in investor losses. Similarly, last year, the Department obtained a
conviction of a former AIG executive who engaged in corporate fraud by executing two false
reinsurance transactions to conceal a $59 million decrease in the loss reserves of AIG. From the
Department’s prosecution of executives of Enron to Worldcom to Adelphia to AIG, to the
prosecutions of mortgage fraudsters and architects of Ponzi schemes across the country, the
Department has considerable institutional experience and knowledge upon which it can, and will,

draw in fighting crimes that relate to the current crisis.

Indeed, in recent weeks, the Department has made clear that its commitment to
prosecuting financial crimes will not abate. In the last few weeks, the Department has secured a
guilty plea from Bernard Madoff for securities fraud and mail fraud violations, among other
charges; filed a criminal complaint against Laura Pendergest-Holt, the chief investment officer of
Stanford Financial, which alleges that she obstructed a Securities and Exchange Commission

(SEC) investigation into the activities of Stanford Financial; and arrested Charles “Chuck” E.
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Hays, who is alleged to have engaged in a large Ponzi scheme operation in Minnesota. These are

but a few examples of the Department’s ongoing, vigorous enforcement efforts.

Mortgage Fraud Enforcement

Although there are many causes and effects of the current financial crisis, one of the most
often cited is mortgage fraud and, indeed, mortgage fraud continues to be an escalating problem
across the country. The U.S. Department of the Treasury recently reported that depository
institutions filed over 62,000 Suspicious Activity Reports (SARs) on mortgage fraud between
June 2007 and June 2008. That is a 44 percent increase over the prior year. To address this
growing problem, the Department has been waging an aggressive campaign. We have deployed a
broad array of enforcement strategies to ensure the best use of our investigative and prosecutorial

resources.

Mortgage Fraud Law Enforeement Coordination

Effectively combating mortgage fraud requires coordination among various law
enforcement agencies and close cooperation between law enforcement and industry
representatives. The Federal Bureau of Investigation (FBI), Department of Housing and Urban
Development (HUD) Office of Inspector General, the Financial Crimes Enforcement Network
(FinCEN), Internal Revenue Service (IRS) Criminal Investigative Division (CID), U.S. Postal
Inspection Service, SEC, Federal Reserve Board, Federal Deposit Insurance Corporation, Office
of the Comptroller of the Currency, Office of Thrift Supervision, and other federal, State and
local agencies are among the many agencies that monitor, investigate and pursue mortgage fraud.

Prosecutions are then brought by both federal and State prosecutors. Because this problem



26

touches neighborhoods across the country, coordination and the sharing of intelligence and

investigative resources are critical to our collective success in addressing mortgage fraud.

The Department is leading these coordination efforts through the Corporate Fraud Task
Force and the Mortgage Fraud Working Group. Through these groups, law enforcement officers
and regulators work to develop strategies to investigate and prosecute wrongdoers and their
enterprises engaged in systemic mortgage fraud. In addition, there are 18 regional Mortgage
Fraud Task Forces and 47 mortgage fraud working groups in which the FBI, and other federal,
state, and local enforcement agencies are working together to address this problem. These
efforts continue to grow. For example, within the last several weeks, the United States
Attorney’s Office in Maryland announced the formation of the Maryland Mortgage Fraud Task
Force linking federal, state and local agencies in an effort to better coordinate civil and criminal
enforcement actions relating to mortgage fraud, recover more money for victims, and more
effectively communicate information to the public about common schemes in an effort to prevent

them from becoming victims of mortgage fraud in the first place.

In addition, the FBI has established a National Mortgage Fraud Team at FBI
Headquarters. This unit, working closely with the Department’s Criminal Division, U.S.
Attomeys’ Offices and other law enforcement partners, encourages proactive investigations of
mortgage fraud and related crimes and employs an intelligence-driven case targeting system to
identify mortgage fraud “hot spots” around the country and to promote real-time enforcement
operations. This model has achieved initial success in the Southern District of Florida with the

Department’s Health Care Fraud Strike Force, which is also based on intelligence-based
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investigations. We hope to learn from these experiences and disseminate the lessons learned to

other districts around the country.

The sharing of information and ideas is essential to a coordinated approach to the
mortgage fraud problem. Accordingly, the Department has encouraged, and led by example, a
comprehensive information sharing effort within the Department and among our partner

agencies.

Investigation and Prosecution of Mortgage Fraud

When criminals go to jail, we deter similar conduct by others. The Department has, over
the last several years, aggressively prosecuted mortgage fraud cases, and the Department’s
efforts have yielded nationwide sweeps, resulting in hundreds of convictions, and sending
hundreds of criminals to jail. As just one example, in partnership with the FBI, the Department
has conducted three nationwide mortgage fraud and other banking crime sweeps. In Operation
“Malicious Mortgage”, conducted last year, U.S. Attomeys’ Offices brought charges against
more than 400 defendants across the nation, largely as a result of the work of local and regional
task forces and working groups currently targeting mortgage fraud. Operation “Malicious
Mortgage” was the most recent coordinated sweep in an ongoing law enforcement effort to
combat mortgage fraud, which also included Operation “Quick Flip” in 2005 and Operation
“Continued Action” in 2004. These operations spanned the country and involved the

participation of U.S. Attorneys” Offices and over forty of the FBI’s 56 field offices.
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Operation “Homewrecker” is yet another example of our aggressive enforcement efforts.
Operation Homewrecker was a case brought last year by the United States Attorney’s Office for
the Eastern District of California and investigated by the FBI and the IRS CID, which resulted in
the indictment of 19 individuals on mortgage fraud-related charges. The case stemmed from a
scheme that targeted homeowners in dire financial straits, fraudulently obtaining title to more
than 100 homes and stealing millions of dollars through fraudulently obtained loans and
mortgages. See United States v. Charles Head et al., 08-cr-116 (E.D. Cal. Feb. 2, 2008); United
States v. Charles Head et al., 08-cr-116 (E.D. Cal. Mar. 13, 2008). This is just an example of the

hundreds of mortgage fraud cases prosecuted by the Department over the last several years.

In addition to criminal enforcement activities, the Department has addressed mortgage
fraud through vigorous civil enforcement, including under the False Claims Act (FCA). The
Department’s recoveries under the FCA, with the assistance of private whistleblowers, have
reached record levels. In eight of the last nine years, the Department’s recoveries under the FCA
have exceeded $1 billion and, since 1986, the Department’s recoveries have exceeded $22
billion. The Department has used the FCA to protect a broad range of government programs and
contracts, including matters relating to mortgage fraud. For example, the Department recently
obtained a $10.7 million settlement from RBC Mortgage Company to resolve allegations that it
sought FHA insurance for hundreds of ineligible loans. Additionally, the Department obtained
two recent judgments, totaling $7.2 million, against a California real estate investor and a
Chicago-based mortgage company, for defrauding HUD’s direct endorsement program. {/.S. v.
Irghbal, 475 F Supp. 2d 1008 (C.D. Cal. 2008), aff'd 548 F.3d 1281 (Sth Cir. 2008); U/.S. v.

Dolphin Mortgage Corp., 06-c-499, 2009 WL 153190 (N.D. Ill. 2009). The Department will
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continue to vigorously utilize the FCA to hold accountable those who engage in all types of

housing related fraud.

Oversight of Economic Stimulus Funding and Protecting Taxpayer Money

In addition to continuing our efforts to prosecute the types of fraudulent conduct
described above, we must ensure that the funds that Congress has authorized to rejuvenate and
stimulate the economy are used as intended. Where these taxpayer funds are not used
appropriately or where misrepresentations are made in order to obtain such funds, we are

committed to investigating and prosecuting the wrongdoers.

From past experience — including the many prosecutions we have brought relating to the
Hurricane Katrina recovery funds and the funds used as part of the Iraq reconstruction efforts —
the Department is well aware that when large investments of taxpayer money are doled out over
a short period of time, people will try to exploit the system and criminally profit. In anticipation
of the need to protect the moneys that have been and will be provided as a part of the Troubled
Assets Relief Program (TARP) and other economic stimulus packages, the Department has
forged a working relationship with the Special Inspector General for TARP and is working to
help identify ways to prevent fraud and abuse. Furthermore, we are continuing to assess whether
additional working groups or taskforces should be created or whether resources should be

focused to augment the existing working groups.
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Identifying and Helping Victims

In addition to detecting, deterring, and prosecuting crimes, the Department is always
mindful of our obligation to help victims of all crimes and, to the extent possible, attempt to
make them whole. To this end, the Department’s prosecutors and law enforcement partners
work to locate and recover assets from the criminals who perpetrate financial frauds and to
provide restitution to their victims. Recovery of assets from criminals, however, is challenging
and prosecutors have, in some instances, sought creative solutions. In one particularly egregious
mortgage fraud case prosecuted in the North District of Georgia, for example, the court ordered
the defendant to pay restitution of almost $6 million. To secure the restitution money for the
victims, the government obtained a forfeiture judgment of $6 million, access to the defendant’s
book and movie rights, and the right to sell the defendant’s paintings on eBay. The Department
also effectively uses asset forfeiture as an important law enforcement tool and, last year alone,

returned over $435 million to victims of financial crimes.

Because some financial frauds involve the victimization of hundreds of people, the
Department also expends considerable resources finding the victims in the first instance. The
Department’s many victim-witness coordinators and law enforcement officials work tirelessly to
help ensure that what money is recovered reaches the victims of the crimes. The Department
uses traditional methods of investigation to identify victims but also is proactively trying to reach
and alert potential victims. For example, in the Stanford Financial matter, the FBT recently
issued a press release about the investigation and provided a telephone number for potential

victims to call. Ultimately, identifying victims is a significant and time-consuming task
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especially when, for example in the Bernard MadofT case, this undertaking can involve

thousands of victims around the globe.

Potential Improvements for Law Enforcement Efforts in the Future

Although the Department believes it has the tools it needs to continue to vigorously
combat financial fraud, there are legislative steps that can be taken to close existing gaps and
strengthen the statutes that prosecutors use to bring these cases. The Fraud Enforcement and
Recovery Act of 2009 (FERA), was introduced in the Senate on February 5, 2009 and approved
by the Senate Judiciary Committee on March 5, 2009, and the Department supports this
legislation. FERA contains a number of legislative modifications that would greatly benefit law

enforcement,

For example, the legislation would amend the definition of “financial institution” to
include “mortgage lending business” in Title 18, United States Code. At the height of the
subprime lending era, independent mortgage companies made a significant proportion of the
higher-priced, first-lien mortgages in America (some estimate nearly half). The loans originated
by these private mortgage companies were not generally covered by current federal fraud
statutes, such as bank fraud and bank bribery statutes. The new definition would ensure that
private mortgage companies are both protected by, and held fully accountable under, federal
fraud laws. The loans originated by these private mortgage companies were not generally
covered by current federal fraud statutes, such as bank fraud and bank bribery statutes. For

example, the bank fraud statute, 18 U.S.C. § 1344, prohibits defrauding “a financial institution,”
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and the amendment to this definition would extend the bank fraud statute beyond traditional

banks and financial institutions to private mortgage companies.

The legislation would also expand the prohibition regarding false statements to financial
institutions under of Title 18, United States Code, to cover false statements made to mortgage
lending businesses. Currently, section 1014 applies only to federal agencies, banks, and credit
associations and does not extend to private mortgage lending businesses. This new provision
would ensure that private mortgage companies are held fully accountable under this federal fraud
provision by providing prosecutors with an important tool to charge those who make false
applications and appraisals.

Another proposal under FERA would amend the federal major fraud statute (18 U.S.C. §
1031) to include “any grant, contract, subcontract, subsidy, loan, guarantee, insurance or other
form of Federal assistance.” This amendment will make sure that federal prosecutors have
jurisdiction to use one of their most potent fraud statutes to protect the government assistance
provided during this most recent economic crisis, including money from the TARP and
circumstances where the government purchased preferred stock in companies to provide

economic relief.

These are just a few of the provisions of the FERA legislation which the Department
supports. In addition to the proposals in FERA, the Department respectfully submits there are
additional areas that could be addressed through legislative action, and we welcome the

opportunity to work with this Committee and others to develop such proposals. For example, a

10
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law mandating that persons who provide real estate settlement services must maintain the
settlement statements and related loan documents would give law enforcement an important tool
to investigate mortgage fraud. Half of the top ten subprime mortgage originators in the second
quarter of 2006 had either gone out of business or been sold by the second quarter of 2007 — only
one year later. The Department has found that the records we need to investigate or prosecute
mortgage fraud would have been in the possession of those providing settlement services (such
as lenders, mortgage brokers, and title companies), but that they are frequently unavailable or
difficult to obtain. All too often, such entities go out of business, and their records are either
abandoned or destroyed. Requiring those who provide real estate settlement services to maintain
appropriate records for ten years following the original date of a loan would significantly assist

in the investigation of mortgage fraud.

The Department would welcome the opportunity to work with this Committee to provide
additional information about proposed legislative modifications that would assist our prosecutors

and investigators.

Resources

Our Nation faces an unprecedented financial crisis. The crisis requires a strategic
response to prosecute those responsible for abusing the financial markets, to deter future similar
conduct, and to prevent fraud and abuse relating to funds that have been and will be disbursed to
help improve the current situation. The Department of Justice has a critical role to play. Federal
prosecutors, including those in U.S. Attorneys’ Offices around the country, and in the Criminal,

Tax, and Civil Divisions of the Department will undoubtedly face an unprecedented demand on

11
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their prosecutorial resources through referrals from the FBI, the U.S. Postal Inspection Service,
the Special Inspector General for the Troubled Assets Relief Program, and other investigative

agencies.

To meet these imminent demands and to effectively prosecute the crimes that have come
to light as a result of to the current crisis, the Department requires concomitant resources. The
Department has a successful track record in leading groundbreaking nationwide initiatives to
target specific criminal activities and, ultimately, the Department’s past experience reveals that
an investment in a coordinated response and appropriate resources help ensure justice is served.
Further, such an investment allows the government to recover funds that otherwise may be lost to

criminals who may go unpunished.

Conclusion

The financial crisis demands an aggressive and comprehensive law enforcement
response, including vigorous fraud investigations and prosecutions of individuals who have
defrauded their customers and the American taxpayer and otherwise placed billions of dollars of
private and public money at risk. The Department is committed to this effort and will ensure that
we look at all allegations of fraud closely, follow the facts where they may lead, and bring our
resources to bear to prosecute those who have committed crimes. Thank you for the opportunity
to provide the Committee a brief overview of the Department’s efforts to address the current

financial crisis and we look forward to working with the Committee on legislation.

I'would be happy to answer any questions from the Committee.

12

Mr. CONYERS. Deputy Director John Pistole, Federal Bureau of
Investigation?
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TESTIMONY OF JOHN PISTOLE,
FEDERAL BUREAU OF INVESTIGATION

Mr. PisTOLE. Thank you, Chairman Conyers and Ranking Mem-
becIi Smith, Members of the Committee. It is a pleasure to be here
today.

I would like to give you just a very brief overview of the law en-
forcement challenges facing us and describe the FBI's current ef-
forts to address the growing economic fraud.

First, in the area of mortgage fraud, our work focuses on
schemes that rely on industry insiders, of course, those appraisers,
accountants, mortgage brokers, and other professionals who over-
ride lender controls designed to prevent this type of crime from
happening. To state the obvious, we have experienced a significant
increase in mortgage-fraud-related cases since 2005.

And we expect that upward trend to continue. Also, mortgage
rescue schemes designed to prey on individuals facing the dramatic
loss of their homes and who are therefore very vulnerable are of
great concern to us. And we are now beginning to see the growth
of this crime problem, as well.

The FBI is also combating other types of economic crime, from
securities fraud to health care fraud to frauds and corruption asso-
ciated with our country’s efforts to rebuild Iraq and Afghanistan,
as we heard from the prior panel.

Finally, the numerous Ponzi schemes that we have heard about,
such as Madoff, and other investment frauds have been uncovered,
which we are actively pursuing, we are responding in a number of
specific ways. We have shifted resources and now have additional
FBI agents and national analysts, as well as intelligence analysts,
assigned to mortgage fraud and related investigations.

We have another group of agents and analysts working corporate
fraud and securities fraud matters. We augment our efforts with
State and local law enforcement officers assigned to mortgage fraud
task forces and working groups.

And we have established at our headquarters a national mort-
gage fraud to team to coordinate and prioritize our efforts across
the country with our partners and to provide tools that identify the
most egregious fraud perpetrators and work even more effectively
with our counterparts in law enforcement, regulatory, and industry
leaders.

For example, last June, we completed the initial phases of what
we called Operation Malicious Mortgage, involving the arrest of
more than 400 offenders nationwide believed to be responsible for
over $1 billion in estimated losses. This initiative has focused on
three types of mortgage fraud, that of lending, of course, mortgage
rescue schemes, and mortgage-related bankruptcy schemes.

And we continue our strong efforts within the international con-
tract corruption task force in which we, with our other Federal
partners, address fraud and corruption in U.S.-funded Iraq and Af-
ghanistan construction projects.

In closing, it is clear to us and the FBI and our law enforcement
partners that more must be done to protect our country and our
economy from those who tried to enrich themselves through illegal
financial transactions. We are committed to doing so and very
grateful for your support.
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Thank you, Mr. Chairman.
[The prepared statement of Mr. Pistole follows:]

PREPARED STATEMENT OF JOHN PISTOLE



37

Good morning Mr. Chairman, Ranking Member, and Members of the Committee. I want
to thank you for the opportunity to testify before you today about the Federal Bureau of
Investigation’s (FBI) efforts to combat mortgage fraud and other financial frauds. Much
the same as the Savings and Loan (S&L) Crisis of the 1980s crippled our economy, so
too has the current financial crisis. Many of the lessons learned and best practices from
our work during the past decade, such as the Enron investigation, will clearly help us
navigate the expansive crime problem currently taxing law enforcement and regulatory
authorities.

In the late 1980s and early 1990s, the United States experienced a similar financial crisis
with the collapse of the savings and loans. The Department of Justice (DOJ), and more
specifically the FBI, were provided a number of tools through the Financial Institutions
Reform, Recovery and Enforcement Act of 1989 (FIRREA) and Crime Control Act of
1990 (CCA) to combat the aforementioned crisis. As stated in Senate Bill 331 dated
January 27, 2009, “in the wake of the Savings and Loan crisis of the 1980s, a series of
strike forces based in 27 cities was staffed with 1000 FB1 agents and forensic experts and
dozens of federal prosecutors. That effort yielded more than 600 convictions and
$130,000,000 in ordered restitution.”

However, today’s financial crisis dwarves the S&L crisis as financial institutions have
reduced their assets by more than $1.2 trillion related to the current global financial crisis
compared to the estimated $160 million lost during the S&L crisis. Mortgage and related
corporate fraud were not the sole sources of the current financial crisis; however, it would
be irresponsible to neglect mortgage fraud’s impact on the U.S. housing and financial
markets.

As the FBI’s Assistant Director for the Criminal Division testified in 2004 before the
House Financial Services Sub-Committee: “If fraudulent practices become systemic
within the mortgage industry and mortgage fraud is allowed to become unrestrained, it
will ultimately place financial institutions at risk and have adverse effects on the stock
market. Investors may lose faith and require higher returns from mortgage backed
securities. This may result in higher interest rates and fees paid by borrowers and limit
the amount of investment funds available for mortgage loans.”

He also noted that the FBI supported new approaches to address mortgage fraud and its
effects on the U.S. financial system, to include:

« a mechanism to require the mortgage industry to report fraudulent activity, and

« the creation of “Safe Harbor” provisions to protect the mortgage industry under a
mandatory reporting mechanism.

What has occurred has been far worse than predicted. Mortgage fraud and related
financial industry corporate fraud have shaken the world’s confidence in the U.S.
financial system. The fraud schemes have adapted with the changing economy and now
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individuals are preyed upon even as they are about to lose their homes. But what is
mortgage fraud?

Although there is no specific statute that defines mortgage fraud, each mortgage fraud
scheme contains some type of material misstatement, misrepresentation or omission
relied upon by an underwriter or lender to fund, purchase or insure a loan.

The FBI delineates mortgage fraud in two distinct areas: 1) Fraud for Profit; and 2) Fraud
for Housing. Fraud for Profit uses a scheme to remove equity, falsely inflate the value of
the property or issue loans relating to fictitious property(ies). Many of the Fraud for
Profit schemes rely on “industry insiders”, who override lender controls. The FBI defines
industry insiders as appraisers, accountants, attorneys, real estate brokers, mortgage
underwriters and processors, settlement/title company employees, mortgage brokers, loan
originators, and other mortgage professionals engaged in the mortgage industry.

Fraud for Housing represents illegal actions perpetrated by a borrower, typically with the
assistance of real estate professionals. The simple motive behind this fraud is to acquire
and maintain ownership of a house under false pretenses. This type of fraud is typified by
a borrower who makes misrepresentations regarding the borrower’s income or
employment history to qualify for a loan.

The FBI compiles data on mortgage fraud through Suspicious Activity Reports (SARs)
filed by financial institutions and through the Department of Housing and Urban
Development (HUD) Office of Inspector General (OIG) reports. The FBI also receives
complaints from the industry at large.

While a significant portion of the mortgage industry is void of any mandatory fraud
reporting and there is presently no central repository to collect all mortgage fraud
complaints, SARs from financial institutions have indicated a significant increase in
mortgage fraud reporting. For example, during Fiscal Year (FY) 2008, mortgage fraud
SARs increased more than 36 percent to 63,173. The total dollar loss attributed to
mortgage fraud is unknown. However, 7 percent of SARs filed during FY 2008 indicated
a specific dollar loss, which totaled more than $1.5 billion. Only 7 percent of SARs report
dollar loss because of the time lag between identifying a suspicious loan and liquidating
the property through foreclosure and then calculating the loss amount. As of February
28, 2009, there were 28,873 mortgage fraud SARs filed in fiscal year 2009.

Fraud Trends

The current financial crisis has produced one unexpected consequence: it has exposed
prevalent fraud schemes that have been thriving in the global financial system. These
fraud schemes are not new but they are coming to light as a result of market deterioration.
For example, current market conditions have helped reveal numerous mortgage fraud,
Ponzi schemes and investment frauds, such as the Bernard Madoff scam. These schemes
highlight the need for law enforcement and regulatory agencies to be ever vigilant of
White Collar Crime both in boom and bust years.



39

The FBI has experienced and continues to experience an exponential rise in mortgage
fraud investigations. The number of open FBI mortgage fraud investigations has risen
from 881 in FY 2006 to more than 2,000. In addition, the FB1 has 566 open corporate
fraud investigations, including matters directly related to the current financial crisis.
These corporate and financial institution failure investigations involve financial statement
manipulation, accounting fraud and insider trading. The increasing mortgage, corporate
fraud, and financial institution failure case inventory is straining the FBI’s limited White
Collar Crime resources.

Although there are many mortgage fraud schemes, the FBI is focusing its efforts on those
perpetrated by industry insiders who are part of organized enterprises engaged in
Mortgage Fraud for Profit. Industry insiders are of priority concern as they are, in many
instances, the facilitators that permit the fraud to occur. The FBI utilizes SAR data to help
identify fraud schemes perpetrated by insiders. However, SAR data does not capture
suspicious activity identified by the entire mortgage industry. Requiring the entire
industry to report suspicious activity would give us a more complete data set to exploit.
The FBI is engaged with the mortgage industry in identifying fraud trends and educating
the public. Some of the current rising mortgage fraud trends include: equity skimming,
property flipping, mortgage identity related theft, and foreclosure rescue scams.

Equity skimming is a tried and true method of committing mortgage fraud and criminals
continue to devise new schemes. Today’s common equity skimming schemes involve the
use of corporate shell companies, corporate identity theft and the use or threat of
bankruptcy/foreclosure to dupe homeowners and investors.

Property flipping is nothing new; however, once again law enforcement is faced with an
educated criminal element that is using identity theft, straw borrowers and shell
companies, along with industry insiders to conceal their methods and override lender
controls.

Identity theft in its many forms is a growing problem and is manifested in many ways,
including mortgage documents. The mortgage industry has indicated that personal,
corporate, and professional identity theft in the mortgage industry is on the rise.
Computer technology advances and the use of online sources have also assisted the
criminal in committing mortgage fraud. However, the FBI is working with its law
enforcement and industry partners to identify trends and develop techniques to thwart
illegal activities in this arena.

Foreclosure rescue scams are particularly egregious in that fraudsters take advantage and
illegally profit from other individuals’ misfortunes. As foreclosures continue to rise
across the country, so too have the number of foreclosure rescue scams that target
unsuspecting victims. These scams include victims losing their home equity or paying
thousands of dollars in fees, and then receiving little or no services, and ultimately losing
their home to foreclosure. The FBI is again working with our law enforcement and
regulatory partners along with industry partners to target, disrupt and dismantle the
individuals and/or companies engaging in these fraud schemes.
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Proactive Approach to Financial Frauds

The FBI has implemented new and innovative methods to detect and combat mortgage
fraud. One of these proactive approaches was the development of a property flipping
analytical computer application, first developed by the Washington Field Office, to
effectively identify property flipping in the Baltimore and Washington areas. The original
concept has evolved into a national FBI initiative which employs statistical correlations
and other advanced computer technology to search for companies and persons with
patterns of property flipping. As potential targets are analyzed and flagged, the
information is provided to the respective FBI field office for further investigation.
Property flipping is best described as purchasing properties and artificially inflating their
value through false appraisals. The artificially valued properties are then sold at a higher
price to an associate of the “flipper” at a substantially inflated price. Often flipped
properties go into foreclosure and are ultimately repurchased for a fraction of their
original value.

Other methods employed by the FBI include sophisticated investigative techniques, such
as undercover operations and wiretaps. These investigative measures not only result in
the collection of valuable evidence, they also provide an opportunity to apprehend
criminals in the commission of their crimes, thus reducing loss to individuals and
financial institutions. By pursuing these proactive methods in conjunction with historical
investigations, the FBT is able to realize operational efficiencies in large scale
investigations.

In December 2008, the FBI dedicated resources to create the National Mortgage Fraud
Team at FBI headquarters in Washington, D.C. The Team has the specific responsibility
for all management of the mortgage fraud program at both the origination and corporate
level. This Team will be assisting the field offices in addressing the mortgage fraud
problem at all levels. The current financial crisis, however, has required the FBI to move
resources from other white collar crime and criminal programs in order to appropriately
address the crime problem. Since January 2007, the FBI has increased its agent and
analyst manpower working mortgage fraud investigations. The Team provides tools to
identify the most egregious mortgage fraud perpetrators, prioritize pending
investigations, and provide information to evaluate where additional manpower is
needed.

Partnerships

One of the best tools the FBI has in its arsenal for combating mortgage fraud is its long-
standing partnerships with other federal, state and local law enforcement. This is not a
new tool employed by the FBI. Collaboration, communication, and information-sharing
have long been a proven solution to the nation’s most difficult crimes. In response to a
growing gang problem, for example, the FBI stood up Safe Streets Task Forces across the
country. In response to crimes in Indian Country, the FBI developed the Safe Trails Task
Force Program. In response to this new threat, the FBI stood up Mortgage Fraud Task
Forces across the country.
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Presently, there are 18 mortgage fraud task forces and 47 working groups in the country.
With representatives of federal, state, and local law enforcement, these task forces are
strategically placed in areas identified as high threat areas for mortgage fraud. Partners
are varied but typically include representatives of HUD-OIG, the U.S. Postal Inspection
Service, the Internal Revenue Service, FinCEN, the Federal Deposit Insurance
Corporation, as well as State and local law enforcement officers across the country.

While the FBI has increased the number of agents around the country who investigate
mortgage fraud cases from 120 Special Agents in FY 2007 to currently over 250 Special
Agents as of February 28, 2009, this multi-agency model serves as a force-multiplier,
providing an array of resources to adequately identify the source of the fraud, as well as
finding the most effective way to prosecute each case, particularly in active markets
where fraud is widespread. We are pleased to report that the model is working.

Last June, for example, we worked closely with our partners on “Operation Malicious
Mortgage” — a massive multiagency takedown of mortgage fraud schemes involving
more than 400 defendants nationwide. That operation focused primarily on three types of
mortgage fraud: lending fraud, foreclosure rescue schemes, and mortgage-related
bankruptcy schemes. Among the 400-plus subjects of “Operation Malicious Mortgage”,
there have been 164 convictions and 81 sentencings so far for crimes that have accounted
for more than $1 billion in estimated losses. Forty-six of our 56 field oftices around the
country took part in the operation, which has resulted in the forfeiture and/or seizure of
more than $60 million in assets.

In addition to the effort placed in standing up mortgage fraud task forces, the FB1 is one
of the DOJ participants in the national Mortgage Fraud Working Group (MFWG), which
DOIJ chairs. The MEWG represents the collaborative effort of multiple Federal agencies
and facilitates the information sharing process across the aforementioned agencies, as
well as private organizations. Together, we are building on existing FBI intelligence
databases to identify large industry insiders and criminal enterprises conducting systemic
mortgage fraud.

The FBI is also a member of the President’s Corporate Fraud Task Force which is
comprised of investigators from the Securities and Exchange Commission, the Internal
Revenue Service, the U.S. Postal Inspection Service, the Commodity Futures Trading
Commission, and the FinCEN. The purpose of the Corporate Fraud Task Force is to
maximize intelligence sharing between membership agencies and to ensure the violations
related to corporate fraud are appropriately addressed. The FBI also participates in the
Securities and Commodities Fraud Working Group, a national interagency coordinating
body established by DOIJ to provide a forum for exchanging information and discussing
violation trends, law enforcement issues and techniques. In addition, since April 2007,
FBI headquarters personnel have met with representatives from the Securities and
Exchange Commission once a month to coordinate the respective Corporate Fraud
inventories focused on the current financial crisis and to share intelligence.
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Industry Liaison

In addition to its partners in law enforcement and regulatory areas, the FBI also continues
to foster relationships with representatives of the mortgage industry to promote mortgage
fraud awareness. The FBI has spoken at and participated in various mortgage industry
conferences and seminars, including those sponsored by the Mortgage Bankers
Association (MBA).

To raise awareness of this issue and provide easy accessibility to investigative personnel,
the FBI has provided contact information for all FBI Mortgage Fraud Supervisors to
relevant groups including the MBA, Mortgage Asset Research Institute, Fannie Mae,
Freddie Mac and others. Additionally, the FBI is collaborating with industry to develop a
more efficient mortgage fraud reporting mechanism for those not mandated to report such
activity. The FBI supports providing a “safe harbor” for lending institutions, appraisers,
brokers and other mortgage professionals similar to the provisions afforded to financial
institutions providing SAR information. The “Sate Harbor” provision would provide
necessary protections to the mortgage industry under a mandatory reporting mechanism.
This will also better enable the FBI to provide reliable mortgage fraud information based
on a more representative population in the mortgage industry.

Lenders are painfully aware that fraud is affecting their bottom line. Through routine
interaction with FBI personnel, industry representatives are aware of our commitment to
address this crime problem. The FBI frequently participates in industry sponsored fraud
deterrence seminars, conferences and meetings which include topics such as quality
control and industry best practices to detect, deter, and prevent mortgage fraud. These
meetings play a significant role in training and educating industry professionals.
Companies share current and common fraud trends, loan underwriting weaknesses and
best practices for fraud avoidance. These meetings also increase the interaction between
industry and FBI personnel.

Additionally, the FBI continues to train its personnel and conduct joint training with
HUD-OIG and industry on mortgage fraud. As a training model, the FBI seeks industry
experts to assist in its internal training programs. For example, industry has assisted
training FBI personnel on mortgage industry practices, documentation, laws and
regulations. Industry partners have offered to assist the FBI in developing advanced
mortgage fraud investigative training material and fraud detection tools.

Conclusion

Mr. Chairman, the FBI remains committed to its responsibility to aggressively investigate
significant financial crimes which include mortgage fraud. We will continue to work with
the Office of Management and Budget, and the Congress to ensure that adequate
resources are available to address these threats. To maximize our current resources, we
are relying on intelligence collection and analysis to identify emerging trends to target the
greatest threats. We also will continue to rely heavily on the strong relationships we have
with both our law enforcement and regulatory agency partners.
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The FBI looks forward to working with you and other members of this committee on
solving this serious threat to our nation’s economy. Thank you for allowing me the
opportunity to testify before you today. I look forward to taking your questions.
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Mr. CoNYERS. New York City Commissioner for Consumer Af-
fairs Jonathan Mintz, welcome.

TESTIMONY OF JONATHAN MINTZ, NEW YORK CITY
DEPARTMENT OF CONSUMER AFFAIRS

Mr. MINTZ. Good morning. Thank you, Chairman Conyers, Rank-
ing Member Smith, for the opportunity to testify on behalf of New
York City Mayor Michael Bloomberg.

Given the urgent nature of these hearings, I will skip the exten-
sive background on my department’s 40-year history of enforcing
and litigating against deceptive and misleading practices in New
York City. And I will also forego the in-depth stories about the
damage that is inflicted on consumers by foreclosure scams.

My brief testimony will diagnose from an on-the-ground, munic-
ipal, anti-fraud perspective why these scams are so virulent and
suggest practical, immediate Federal outreach and enforcement
interventions that must occur in the coming days and weeks.

A combination of enforcement and education is just what is need-
ed to disrupt the tide of foreclosure prevention and loan modifica-
tion scams sweeping across our cities. The numbers are alarming:
Nearly 5,000 homes in New York City were auctioned off last year,
and nearly 14,000 homeowners had lis pendens filings.

The national foreclosure crisis has created a formidable demand
for rescue and refinancing. Unfortunately, a shadow industry
aimed at profiteering from both the enormity of the crisis and the
Federal resources is moving aggressively to respond to that de-
mand.

This shadow industry thrives for three reasons all too familiar to
consumer protection agencies. First, the intense demand for loan
modifications; second, a captive, vulnerable, and often unsophisti-
cated population; and, third, the lack of a single, trustworthy and
tamperproof source to which people can be directed for help.

Many of the same people who were deceived by the marketing
tactics used for subprime loans—people with limited experience
with financial services—are the targets now. Adding fuel to this
fire is that these easy targets can be precisely identified.

Lis pendens lists are readily available for purchase online. Scam
artists can access critical information, like servicers and payment
histories, in order to employ disarming familiarity.

The public hears daily about the Federal Government’s efforts to
help distressed mortgage holders, but information is channeled
through multiple conduits, from every level of government and
from nonprofit sector partners. It is this diffuse messaging and the
multiple doorways which facilitates the swindles.

Loan modifiers pose as messengers from government agencies,
lenders or services. Advertisements take on official veneer, for ex-
ample, using FHA seals or including legal citations.

We believe that there are three feasible steps which can effec-
tively intervene to protect people in foreclosure and get them to the
right help.

While so-called loan modifiers are located throughout the coun-
try, their targeting and their marketing is local in nature. In New
York City, the neighborhoods that are most dramatically impacted
by the foreclosure crisis are papered with flyers offering rescue.
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To combat this flood of marketing, the national response needs
to be clear and simple in messaging, but local in delivery. Simpli-
fying the conduit to well-trusted and tamperproof 311 or 211 infor-
mation hotlines is an ideal intervening fix.

More than 60 cities across the U.S., which cover close to 80 per-
cent of the American population, have these information hotlines.
These referral systems available 24 hours a day, 7 days a week,
and in dozens and dozens of languages. Local governments have in-
vested millions of dollars to popularize these free hotlines, and we
stand ready to utilize them for the present emergency.

The Federal Government has the unique power to mobilize civil
leaders and community partners to carry a unified message: Don’t
talk to anyone about helping you avoid foreclosure unless you got
to them through 311 or 211.

Now let’s talk about strengthening enforcement. We applaud the
Chairman’s proposed Fight Fraud Act and the additional resources
intended to be directed to Federal law enforcement agencies.

But given the local nature of these scams and the accompanying
wealth of local information and leads, these Federal agencies will
be most effective when they are meaningfully partnering with local
enforcement and consumer protection agencies who have inspectors
on the ground. We have the information; we just need to be able
to get it into the right hands.

We propose, therefore, the establishment of a national task force,
which will coordinate this database and information.

Finally, we propose a Federal ban on fee-for-service mortgage re-
lief advocacy. There is no reason for distressed homeowners to pay
unqualified, for-profit actors to negotiate with their lenders when
instead they could work with qualified, not-for-profit HUD coun-
selors.

Just like banning fee-based debt counseling, as we have in New
York, Congress has the power to enact a simple ban on fee-for-serv-
ice foreclosure prevention businesses. Moreover, State and local
governments must be empowered to enforce such legislation.

Thank you.

[The prepared statement of Mr. Mintz follows:]
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PREPARED STATEMENT OF JONATHAN MINTZ
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Good morming. Thank you, Chairman Conyers and Ranking Member Smith, for the
opportunity to testify today on behalf of Mayor Michael Bloomberg and for shining a spotlight

on a national crisis.

Given your full schedule and the urgent nature of these hearings, I'll skip the extensive
background on DCA’s 40-year history of enforcing and litigating against deceptive and
misleading practices in NYC. And I’ll forego the in-depth stories about the damage inflicted on
consumers by foreclosure and mortgage scams. This matter necessitates cutting to the chase. Put
simply, mortgage restructuring scams not only prey upon vulnerable people already in crisis,
they also undermine critical federal efforts to prevent foreclosures and avoid further
destabilization of our neighborhoods and our economy. This malignant industry warrants a

systematic and overarching response at the federal, state and local level.

T’d like to use my brief testimony to give you a ground-level view of the anatomy of the
scam, diagnose from a consumer affairs perspective why these scams are so virulent, and finally
suggest some practical, immediate outreach and enforcement interventions that must occur in the

coming days and weeks.

The New York City Department of Consumer Affairs (DCA) enforces the City’s aggressive
Consumer Protection Law and other business regulations.' DCA regularly prosecutes businesses
engaged in illegal and misleading conduct, from cell phone companies engaged in deceptive

advertising, to tax preparers, process servers, employment agencies, and dozens of other

" Chapter 64, Section 2203(a)

To learn more aboul the work of the New York City Depariment ol Consumer A [Tairs, visil www.n
more about DCA’s Office of Tinancial Tmpowerment. visit www.nve.poviofe. To learn more about the City
including foreclosure-prevention referrals, visit wavw. gye.gov.

mers. Lo leamn
311 services
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industries. We stop illegal practices, garer millions of dollars in fines, and recover millions

more in consumer monies owed.

Through targeted outreach, partnerships with community and trade organizations,
informational materials, and large-scale public awareness campaigns, DCA also educates
consumers and businesses about their rights and responsibilities. Through the Department’s
Office of Financial Empowerment, we also coordinate Mayor Bloomberg’s efforts to help New
Yorkers grow and protect their assets. Our many large-scale initiatives include our leadership,
for the past seven years, of Mayor Bloomberg’s extensive Earned Income Tax Credit outreach
campaign, more than doubling the number of people receiving free tax preparation over that time
period and making a significant dent in the number of New Yorkers who had yet to claim their
EITC and other credits. Last year, nearly 40,000 people called the City’s 3-1-1 information and

referral line to seek tax preparation help alone.

This combination of enforcement and education is exactly what is needed to intervene and
disrupt the tide of foreclosure prevention and loan modification scams sweeping across our cities
and stripping those who can least afford it of their last chance to save their homes and keep their
family finances stable. The numbers are alarming: nearly 5,000 homes in New York City were
auctioned off last year and nearly 14,000 homeowners had official, public notices, or /is pendens

filings.

The national foreclosure crisis has created a formidable demand for rescue and refinancing.
Unfortunately, the shadow industry aimed at profiteering from both the enormity of the crisis and

the federal resources is moving very aggressively.
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This shadow industry — referred to as loan modification companies, mortgage modification
assistance or, more aptly, foreclosure rescue scams — varies widely. At their most outrageous,
these are outright criminals who engage in deed theft. Others are con artists who offer
homeowners assistance in negotiating with lenders or help refinancing, collect an upfront fee and
then simply disappear. While the financial impact of these swindles is, of course, devastating for
homeowners (we’ve seen upfront fees of $1,500 to $5,000), the more pernicious component of
these scams is that these businesses dissuade homeowners from contacting their own lenders or
servicers, thereby wasting opportunities for homeowners to negotiate directly with their lenders.
By the time the homeowner realizes the swindle, generally too much time has elapsed for the

lender or servicer to modify the loan.

The less fraudulent companies, which are just as costly and dangerous, convince struggling
homeowners to pay for a service that ultimately has no value. With millions of dollars streaming
into HUD-certified housing counseling organizations and free legal services providers
throughout the country, there is simply no reason for a homeowner behind on mortgage

payments also to pay someone precious dollars to contact the lender on his or her behalf.

Regardless of the particular type, these scams are undermining the admirable emergency
efforts of this Administration as well as states and local governments to restore stability to our
economy. States such as New York for example, have given homeowners additional time to pay
lenders and even require conferencing before a foreclosure can take place. But such rescue
efforts are worthless if time is consumed by ineffective or non-existent third party-negotiations,
or if funds owed to lenders end up in the hands of shadow players. These scams leave

homeowners right where they started before any of our interventions.
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This shadow industry thrives for three reasons all too familiar to consumer protection
agencies: first, the intense demand for loan modifications, second, a captive, vulnerable, and
often unsophisticated population; and third, the lack of a single, clear, trustworthy, and tamper-
proof source to which people can be directed as their sole source of help. I've said enough about
the intense demand. Exploration of the second and third factors, however, reveals clear, feasible

steps the federal government can take to turn the tide.

The second factor: a vulnerable population. Many of the same people who were deceived
by the marketing tactics used for subprime loans — people with limited experience with financial
services, without legal representation or good advice from friends and family — are the targets
now. Adding fuel to this fire is that these “easy targets” can be easily and precisely identified. Lis
pendens lists — readily available for purchase online — make it simple to get the names, addresses,
and phone numbers of consumers in mortgage distress. Scam artists can also access critical
information on the loans, like servicers and payment histories, so they can employ a disarming

familiarity.

And the third factor: lots of attention, but no tamper-proof conduit. The public hears
daily about the Federal government’s determination and efforts to help distressed mortgage
holders. The media is abuzz with terms like “Economic Stimulus Plan”; “foreclosure
prevention”; “HUD”; “FHA”; and the like. But homeowners in foreclosure don’t know what that
means for them individually or where they can turn. Information is channeled through multiple
conduits — from every level of government and from non-profit sector partners. Simply put, it is

this diffuse messaging and multiple doorways which facilitate swindles.
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Foreclosure rescue scams take advantage of our failure to provide a clear path to good
options for loan modification. Modifiers pose as “messengers” from government agencies,
lenders and services. Advertisements take on an official veneer for example, stating, “Your loan
is eligible for a special conversion by the Governmental Economic Stimulus Act of 2008” or,
“The Federal Government has ordered a mandate stating that all toxic loans M{/S7 be modified”.
Others use FHA seals or include legal citations to provisions of the Community Reinvestment
Act. Some companies imply that they are already working on the homeowner’s behalf by
referencing the mortgage broker that originated the loan or the servicer, or including official-

sounding titles such as “National Financial Benefits Advisor.”

Given this diagnosis, let’s zero in on solutions. We believe that three feasible steps can

effectively intervene to protect people in foreclosure from these scams and get them to the right

help:

1. First, a targeted, multi-media messaging campaign that directs the public to official
municipal “311” and “211” call centers, tamper-proof conduits that could then directly
link consumers to legitimate resources;

2. Second, coordinated investigation and a centralized information repository through a
national enforcement task force; and

3. Third, a federal statutory ban on fee-based foreclosure rescue activities.

1. Use municipal 311 and 211 systems as the single, tamper-proof number to which
consumers are directed to legitimate rescue resources through a national outreach
campaign.
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While so-called “loan modifiers” are located throughout the country, their targeting and
marketing is usually local in nature. In New York City, the neighborhoods most dramatically
impacted by the foreclosure crisis are papered with flyers offering rescue from foreclosure — on
lampposts, on trees, at grocery stores, and at local businesses. In the last three months alone,
NYC’s Sanitation Department removed 64 different illegally-posted foreclosure rescue posters in
just two of the highly-affected neighborhoods. The scam artists are even inside homes, with

robo-calls and dozens of letters showered on the doorstep of every person on the /is pendens list.

And so to combat this flood of marketing, the national response needs to be clear and simple
in messaging, yet local in delivery. Scammers take advantage of the public’s inability to
distinguish one hopeful sounding phone number or web site from another, the legitimate from
the one that only looks or sounds legitimate. Simplifying the conduit to well-trusted and tamper-

proof “311°s” or “211°s” is an ideal intervening fix.

More than 60 cities across the U.S. — covering 78% of the American population — have “311”
or “211” information and referral systems, generally available 24 hours a day, seven days a
week, in dozens of languages. These systems are well-known and appropriately trusted
resources. Local governments have invested millions of dollars to popularize these free and
multi-purpose hotlines as safe, reliable information sources — and we stand ready to utilize this

incredible resource for the present emergency.

In New York City, residents who call 311 regarding foreclosure are directed to the specially-
trained call-takers who triage and assess their needs at the Center for New York City
Neighborhoods (CNYCN), a non-profit created by Mayor Bloomberg, in partnership with the

New York City Council and private sector funders. The Center coordinates and expands services
6
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to New York City residents at risk of losing their homes to foreclosure and funds a network of
more than 19 non-profit legal service and housing counseling organizations to which it refers
thousands of New Yorkers. More than 90% of people contacting the Center come through the

City’s 311 system,

The federal government has the unique power to mobilize tens, if not hundreds, of thousands
of civic leaders and community partners to carry a unified message. Loan servicers, lenders,
mortgage brokers and real estate agents should all be required to include references to 311 or 211
in their communications to homeowners. All federally-funded social and housing programs,
federal benefits offices, the Postal Service, and others should all carry the same simple message:
“don’t talk to anyone about helping you avoid foreclosure unless you got to them through 311 or

2117

2. Coordinate and streamline information sharing and enforcement

We applaud Chairman Conyers’ proposed “Fight Fraud Act,” and the additional resources he
intends to direct to federal law enforcement agencies such as the FBI and the Postal Service.
Given the local nature of the marketing of these scams and the accompanying wealth of local
information and leads, these federal agencies will be most effective when meaningfully
partnering with local enforcement and consumer protection agencies. We have the information —

we just need to get it into the right hands.

We propose the establishment of a national task force which includes local, state and federal
enforcement and investigation agencies. Coordination among enforcement agencies is critical to

identifying egregious scams and tracking down perpetrators who take the money and run —
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usually without respect for geographical boundaries. Local enforcement is often thwarted by our
inability to pursue bad actors across state borders. A comprehensive database and tips-line would
allow local enforcement agencies immediately to relay critical data to help federal agents track

down elusive businesses that too easily shut down and reincorporate.
3. Enact a federal ban on fee-for-service mortgage relief advocacy.

There is no reason for distressed homeowners to pay unqualified, for-profit actors to
negotiate with their servicers or their lenders on their behalf. No for-profit enterprise is better
positioned than a qualified, not-for-profit HUD counselor, or an attorney acting in a legal
capacity, or an individual homeowner, to work with mortgage servicers. This includes mortgage
brokers, some of whom have reshaped their businesses from subprime mortgage swindles to
foreclosure rescue scams. Akin to the banning of fee-based debt counseling services in New
York, Congress has the power to curb abusive scams immediately, with the enactment of a
simple ban on fee-for-service foreclosure prevention businesses. Moreover, state and local
governments must be empowered to enforce such legislation. Congress has the ability to

eliminate these practices now by enlisting the army of local and state enforcement agencies.

We applaud this Committee’s recognition of the critical importance of this problem. We must
act immediately: marshal a clear message with an unmistakable phone number, coordinate
enforcement with local data-rich agents, and enact aggressive legislation to outlaw the for-profit

industry within which scammers hide.

Thank you. I would be pleased to answer your questions.

Mr. CoNYERS. Thank you very much.
We now have a consumer representative, Ira Rheingold.
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TESTIMONY OF IRA J. RHEINGOLD, NATIONAL ASSOCIATION
OF CONSUMER ADVOCATES

Mr. RHEINGOLD. Good morning, Mr. Chairman.

And thank you, Ranking Member Smith and Members of this
Committee.

I thought I would use my time to talk a little bit about my back-
ground, what I have seen over the course of a dozen years, and
take a look at how, if we are going to stop fraud in this country,
who we need to really target when we begin to tackle the gigantic
problem that we have today in terms of our foreclosure crisis and
the mortgage fraud that permeates our economic system.

I was a legal services attorney since the mid-1990’s working on
foreclosure issues in Chicago. From the mid-1990’s through around
2001, I worked in low-and moderate-income communities in Chi-
cago and worked with others around the country who face the same
issues.

And what we saw in those communities was the mortgage fraud
that we are seeing today across this whole country, in Atlanta, in
Boston, in Hampton Roads, in California. And what we saw was a
mortgage system that was system, a mortgage system that was
broken that attracted people who were committed to committed
crime.

The tin men of the 1950’s and 1960’s, the home repair scam art-
ists of the 1970’s and 1980’s became mortgage brokers and got en-
gaged in the mortgage-lending industry. And what we saw in those
communities were an enormous loss of wealth.

In poor communities across this country, we have seen a redis-
tribution of wealth that is shocking. Poor communities in my city,
in other cities have lost enormous wealth, had that wealth stolen
from them, stolen by Wall Street companies and by big mortgage-
lenders who built a system that really encouraged fraud. And I
think that is the important thing that we need to look at.

When we talk about securitization and the complex mess that al-
lowed these mortgage things to occur, we need to look at what
those lenders did. In 1997, 1998, I worked with the Chicago attor-
ney general’s office when they pursued a company called FAMCO.
They were joined by a number of attorneys general pursuing
FAMCO.

And the biggest funder of FAMCO was Lehman Brothers. So
when Lehman Brothers failed last year because they were engaged
in all sorts of nefarious practices, those of us who had been work-
ing on mortgage fraud since the mid-1990’s knew that Lehman
Brothers was a bad actor.

In fact, a court in California found them liable for the behavior
of FAMCO because they knew that mortgage fraud was occurring,
they encouraged it, they funded it. They did nothing about it be-
cause profits were great. Profits were great.

The mortgage lending industry, the investment banking industry
made money when loans were closed, and they didn’t care where
they came from, they didn’t care about who they came from.

As investigators begin to look at the mortgage problem, when
they start to talk to mortgage brokers and the scam people who
they will be charging, what they will hear from them—and I can
promise you they will hear this—is that, “When we made a loan
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that was a no-doc loan that we knew was permeated with fraud,
we knew what lender to sell it to. We knew that if we went to
Countrywide, we knew that if we went to Ameriquest, we knew if
we want to IndyMac or Option One, they would not look.”

They didn’t care, because we had a system that, when those
mortgage lenders bought those loans, they turned it around, and
turned them, and chopped them up, and spindled them, and mu-
tated them, and turned them and sold them to investors, and they
knew credit-rating agencies didn’t care and weren’t going to look at
it and didn’t do due diligence, and then investors were the same
victims of the fraud that that homeowner was.

So if we are going to look at fraud, if we are going to challenge—
if we are actually going to stop the practices that have led us to
this economic crisis that we sit in today, then we need to look care-
fully at investments. We need to look at our banks. We need to look
at mortgage lending, look at Ameriquest and Countrywide, Angelo
Mozilo.

Instead of honoring somebody like Roland Arnall by making him
the ambassador to the Netherlands, his company caused more
harm to our Nation’s community than anyone could have imagined.
We need to look at those companies. We need to look at the invest-
ment banks, like that—that are still left. But in Bear Stearns, in
Lehman Brothers, they enabled the fraud that is occurring today.

We talk about—so investment banks. We need to look at the
credit-rating agencies. Where were there? Did they not see that
these loans were going to fail? Did they not look at all these things
and rated these things as AAA and sold them to investors as good
vehicles, that things were going to—that people’s money was going
to be safe? Did they, in fact, enable the fraud by their bad behav-
ior?

Finally, when we talk about mortgage rescue scams, and that is
happening every single day—I talk to consumers across this coun-
try every single day. And they are being inundated by claims of
people who are going to help them solve their foreclosure problem.
There are scared and desperate people out there.

We need to go after them, and we need to prosecute those people.
But we also need to recognize that the reason those people are suc-
ceeding, the reason why they have such a successful business
model is because the mortgage servicing system is broken.

No normal human being in this country who has a mortgage and
wants to get it fixed can find who their lender is, who their servicer
is, contact that person, and actually get a decent loan modification.

And until we fix the problem of people being able to independ-
ently handle their matters and solve those foreclosure problems by
themselves, the scam artists and the mortgage rescue schemes are
going to be out there. We can’t stop it until we solve the problem
o{ mortgage servicers not being accountable to the American peo-
ple.

Thank you.

[The prepared statement of Mr. Rheingold follows:]

PREPARED STATEMENT OF IRA J. RHEINGOLD

Mr. Chairman, Ranking Member Smith, and members of the Subcommittee,
thank you for inviting me to testify before you today about the breakdown of the
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American home mortgage market and how we can better protect our nation’s home-
owners and communities.

My name is Ira Rheingold, and I have been a public interest attorney for my en-
tire adult career. I have worked in some of our nation’s poorest urban and rural
communities and I've witnessed the incredible resilience and optimism that mark
the great strength of our nation’s people. I have also seen the incredible fear and
despair of Americans faced with the loss of their long-term home and its devastating
impact on their families and on their communities.

In the mid-1990’s through 2001, I lived and worked in Chicago, where I ran the
Legal Assistance Foundation’s Homeownership Preservation Project. During those
years, I watched (and worked against) the unfair and deceptive practices of all the
actors in the mortgage industry, that slowly, but inexorably stripped away the
wealth of my city’s low and moderate income minority communities. Today, I am
the Executive Director of the National Association of Consumer Advocates (NACA),
an organization of attorneys and other advocates who represent those very same
consumers and communities all across America. At NACA, I also manage the Insti-
tute for Foreclosure Legal Assistance, a project that provides funding and training
to non-profit legal organizations that help homeowners negotiate alternatives to
foreclosure. In my current roles, I speak to and assist our nation’s consumer advo-
cates who, on a daily basis, meet with and represent the consumers victimized by
predatory and unsound lending practices and see the very real-life consequences of
an out of control mortgage lending marketplace. What I see from them are the same
unfair and deceptive practices that I personally witnessed in Chicago, except now,
those behaviors have moved across all of our nation’s communities. What I hear
from their clients is the same fear and despair that I heard all too often on the
streets of Chicago. At today’s hearing, I hope that you will hear these voices through
me, and that you will begin to see what we all need to do to build a rational, robust
and well-regulated mortgage market that actually serves the needs and demands of
consumers and communities across our nation.

INTRODUCTION

To understand what it has been like to be a consumer attempting to buy their
first home, a homeowner attempting to refinance their home for necessary home re-
pairs or to help pay for their children’s education or to lower their payment so they
could remain in their life-long home on a fixed income, we must first understand
how the mortgage market has been working. The mortgage market of the late 1990s
and early 21st century, in no way resembled what most of us thought we understood
about buying a home or getting a loan. I have talked to literally thousands of con-
sumers, who, until recently, believed (or were led to believe) that the mortgage enti-
ty that originated their loan, would only profit when they timely made their month-
ly mortgage payment. While this may have been the case when our parents or even
our grandparents bought their homes, this has not been the truth for over the past
dozen years. Instead, because of the growth of securitization as the tool to fund both
prime and subprime mortgages, with all its confusing layers, multiple actors and
often perverse incentives, the nature of the consumer-mortgage originator relation-
ship (unbeknownst to the consumer) had fundamentally changed. These changed re-
lat(:lionships and backwards incentives have led us to the precipice that we stand at
today.

SECURITIZATION AND THE CONSUMER

For my purpose today, I'm going to keep this very simple.! At its most basic level,
securitization is a process, which involves the pooling and repackaging of cash-flow
producing financial assets into securities that are then sold to investors. As
securitization grew to be the dominant way that mortgage loans were funded, the
role and purpose of mortgage originators (and all the other actors in the mortgage
market) fundamentally changed. No longer were mortgage originators, “lenders”
who expected (or really cared) about mortgage repayments. Instead, these origina-
tors became manufacturers of a commodity, the American mortgage borrower. This
commodity was then sold to the capital markets, which in turn, chopped, spindled
and mutated this new commodity into something that could be purchased by inves-
tors from around the world.

While advocates of securitization have argued that the process produced addi-
tional capital and greater access to homeownership for some consumers, they fail
to recognize the fundamental shift and potential dangers it created in the consumer

1For a much greater detailed discussion, please see Peterson, Christopher Lewis, “Predatory
Structured Finance.” Cardozo Law Review, Vol. 28, No. 5, 2007
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marketplace. No longer was the borrower’s best interest (or even their ability to
repay the loan) part of the mortgage transaction calculation. Instead, the real trans-
action was between the mortgage originator and the investment bank, which not
only set the standards for the borrower/product they wanted to buy (and then turn
around and sell), but also provided the money for the originators’ loans.

Under these set of circumstances, what American consumers needed was the vig-
orous enforcement of existing consumer protections as well a new set of consumer
protections to correspond with the very different mortgage world that had now been
created. Unfortunately, what the federal government gave us was the exact oppo-
site, not only diminishing its regulation and enforcement of the mortgage market-
place, but providing interference and protection (under the guise of preemption) for
mortgage market players when states, recognizing the fundamental flaws in the sys-
tem, attempted to protect their own citizens.

THE MORTGAGE MARKET, UNFAIRNESS, DECEPTION AND THE CONSUMER

Understanding what originators and all of the actors in the mortgage process
were attempting to do (creating commodities to sell) when they made a home loan
helps us understand all the unfair and deceptive practices that have flourished in
the mortgage marketplace over the last decade. I'd like to talk about some of those
practices now, and explain why they were not caused by a few rogue actors, but
were instead a product of the fundamentally flawed marketplace that securitization
created and the federal government passively permitted to flourish.

A. The Predatory Pitch

As the demand for product to sell to Wall Street investment banks grew (ulti-
mately exponentially), the pitch to vulnerable homeowners (and prospective home-
owners) became more targeted and more predatory. Armed with financial and per-
sonal data and carefully conducted research, mortgage brokers and lenders (and
their “bird dogs”) used TV and radio advertising, mailings, telephone calls, and even
home visits to reel in consumers who otherwise had no real reason to get a new
home mortgage. With promises too good to be true (“refinance your home, fix your
roof and lower your monthly payment”) consumers were later bait and switched to
loans far more expensive than they thought they were promised. Because the mort-
gage “originators” received their full compensation when they manufactured the
“product/borrower” to sell onward and upward, there was little concern whether the
loan was best for the consumer or even affordable. As many of us knew, and most
of us have now learned, many of those loans were completely unsustainable.

B. The Over-Inflated Appraisal

In a rational world, a consumer would not want to pay (or borrow) more for a
home than what it was worth. In the securitization created “bizarro” mortgage
world, an over-inflated house made perfect sense to the parties involved in the
transaction (except for the unsuspecting consumer, of course, and maybe the ulti-
mate investors left holding the bag). Let’s look at the parties to the transaction. We
have the mortgage originator (the broker or the lender or sometimes both) whose
incentive is quite obvious. Simply put, the greater the house price, the larger the
loan, the greater the fee they will receive from the transaction (the same can be said
for the investment bank). Sometimes the incentives were a little more complicated.
Take for instance a homeowner whose existing mortgage is already 100% of the ac-
tual value of the home. If the real house value was used, no loan could be made,
no product could be created. So the house value was increased to meet the loan pur-
chasing parameters (the underwriting guidelines) set by the investment bank and
the loan gets made and everyone is happy (including the allegedly “unknowing” in-
vestment bank who had another product to slice and dice and sell to someone else).

As for the appraiser who creates the fraudulent value for the home, we've seen
time and again why they go along with this fraud. Simply, if they actually want
to stay in business and continuing doing appraisals, they’ll create the value the
mortgage originator wants. What we have left, is a consumer who has a mortgage
that is too often worth more than the real value of their home.

C. Yield Spread Premiums and Prepayment Penalties

Unfortunately (for me), I have been around long enough to hear multiple and
ever-shifting explanations as to why yield-spread premiums (YSPs) are an accept-
able practice and why they are “good” for consumers. I can safely state, that none
of those arguments are true in the mortgage marketplace that actually exists in our
country. I do however, fully understand why they work for every mortgage market
actor except, again—of course—for the consumer.
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Here’s how it works. Mortgage brokers get paid more if they produce mortgages
with an interest rate higher than what a borrower qualifies for (that, in short is
a YSP). Unless a mortgage broker actually lives up too their off-stated (but never
written) commitment to serve in the best interest of their consumer client, their in-
centive—a more expensive loan means a bigger paycheck—is clear. This perverse in-
centive system also plays out with the mortgage lender and investment bank (irre-
spective of a borrower’s ability to pay) because they too have a loan with a bigger
interest rate to sell to investors.

To make matters worse, almost any loan with a YSP is sure to have a prepayment
penalty. In English, a prepayment penalty is a charge to a consumer who repays
their loan “too soon,” typically during the first few years of the loan’s existence.
What makes this product so cynical, and so closely intertwined with a YSP, is that
the very existence of the YSP means that the consumer has an interest rate that
is higher than they actually qualify for. Therefore, if the consumer acts rationally
and shops for a lower interest and enters into a new mortgage, they will be pun-
ished with a steep prepayment penalty.

In all my years talking, interviewing, and representing consumers, I have yet to
meet that one consumer who actually understood that they were charged a YSP or
that the YSP led to a higher interest rate than they were otherwise qualified for.
I simply cannot imagine how this practice is not deceptive or just plain unfair. Yet
none of our nation’s federal regulators have ever really done anything about it (ex-
cept to find ways to allow its widespread use).

D. The Disappearance of Escrow Accounts

Because the borrower has become the product to be created and sold, mortgage
originators have become experts at getting borrowers to take out loans that make
little or no economic sense. A classic and pervasive practice in the mortgage market
is the “promise” that a new loan will allow the borrower to pay a lower monthly
mortgage payment. What the borrower is not told is that their new payment does
not include their taxes and insurance (for escrow), so that their lower payment real-
ly is just a mathematical fiction (otherwise known as a lie). While the Federal Re-
serve now finally appears ready to take some action on this practice, it is ridiculous
that this blatantly unfair and deceptive practice (which had been standard oper-
ating practice in the mortgage marketplace for over a decade), had never been out-
lawed or prosecuted by federal regulators.

E. Reckless Underwriting and the Rise of Community Endangering Loan Products

In place of an efficient market that provides real consumer choice and rewards
consumers for smart credit decisions and rational aspirations, we have seen, in the
past few years, a mortgage market that has recklessly created and sold ridiculously
risky mortgage products that have excessively benefited all of the market players
at the expense of the American consumer and our nation’s communities. In a ration-
al marketplace these loans made no sense. Looking at them however through the
lens of our fundamentally flawed and unregulated mortgage marketplace, they un-
fortunately made perfect sense (at least at the time they were originated).

In order to meet the product demand of voracious Wall Street investors, origina-
tors ignored basic, common-sense underwriting principles in order to boost their
loan volume. No-doc or “stated-income” loans were great because loan originators
made more money (it was less work and they could charge borrowers a higher inter-
est rate) and they fed the beast that wanted high-risk products that would produce
a higher return for investors. Underwriting adjustable rate mortgages only at the
initial interest rate, without considering how homeowners would be able to pay their
loans once the payment adjusted upward, was also quite profitable for mortgage
originators and the investment banks that were fed by them. These fundamentally
unsustainable loan products, in all their derivations (including 2-28s and option
ARMs) were destined for failure and we are all now living with the consequences.

CONCLUSION

The present foreclosure tsunami didn’t have to happen. Many of us saw the cur-
rent disaster coming, but our voices were ignored. Federal regulators and Congress
could have chosen to protect consumers, but instead it sat on the sidelines as our
mortgage market came to a predictable crash. My only hope is that we have all
learned the right lessons from this current and ongoing crisis, and we move together
to build a well-regulated mortgage market that meets the needs of all our nation’s
homeowners.
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Mr. CONYERS. Attorney Barry Pollack is a lead official in the Na-
tional Association of Criminal Defense Lawyers, works on white-
collar crime issues.

Welcome.

TESTIMONY OF BARRY J. POLLACK, NATIONAL ASSOCIATION
OF CRIMINAL DEFENSE LAWYERS

Mr. POLLACK. Thank you, Mr. Chairman. And thank you for in-
viting me to testify on behalf of the National Association of Crimi-
na(i Defense Lawyers on the important issues before the Committee
today.

NACDL is a professional bar association founded in 1958. It has
12,500 direct members and 80 State, local and international affil-
iate organizations with 35,000 members, including private criminal
defense lawyers, public defenders, active-duty U.S. military defense
counsel, law professors, and judges committing to preserving fair-
ness within the American criminal justice system.

As this Committee considers the various pieces of legislation be-
fore it, we ask it to consider the following. There are presently over
4,000 offenses that carry criminal penalties in the United States
code. In addition, there are literally tens of thousands, if not hun-
dreds of thousands, of regulations, Federal regulations that can be
enforced criminally.

The Federal arsenal to stop and punish financial fraud in every
permutation already exists. Federal criminal laws that can be used
to address criminal conduct in the financial and housing markets
include among many others mail fraud, wire fraud, major fraud, se-
curities fraud, bank fraud, and conspiracy to defraud.

Bearing these facts in mind, NACDL opposes a knee-jerk re-
sponse to the present financial crisis of creating more and more du-
plicative Federal criminal laws.

Mr. Chairman, while the National Association of Criminal De-
fense Lawyers appreciates this Committee’s efforts to make sure
that our membership is fully and gainfully employed, as Ms.
Glavin’s comments have ably demonstrated, she already has the
tools to do just that and has been prosecuting vigorously and met-
ing out very stiff sentences to white-collar criminal offenders.

Federal criminal laws are rightly reserved for egregious, inten-
tional wrongdoing that falls well outside the mainstream of ordi-
nary business conduct. If large members of honest businesspersons
took advantage of an unregulated environment in making risky
and ill-advised, but not illegal decisions, they should not now be
treated as criminals.

For those who went beyond that and engaged in intentional
fraudulent conduct, there are ample criminal laws on the books al-
ready that will allow for them to be prosecuted, as they should be.

Accordingly, NACDL does not oppose the various measures to
fund the hiring of additional prosecutors, FBI agents, and other
law enforcement personnel, many of whom have been pulled away
to investigate and prosecute national security cases, to investigate
and, where appropriate, prosecute white-collar criminal offenses.

However, Congress must understand it cannot fund half of the
equation. Current criminal forfeiture statutes allow for assets to be
restrained from criminal defendants upon indictment. As a result,
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increasing numbers of defendants in white-collar cases cannot pay
for their own defense.

The defense in this case is paid for by taxpayers. This happens
either through public defenders’ offices or through court appoint-
ments under the Criminal Justice Act.

Federal public defender offices are already overburdened, and
many lack the resources and the expertise to defend complex white-
collar criminal cases. If we are to expand such prosecutions, we
must not only fund their investigation and prosecution, but we
must also adequately fund the defense of these cases.

Accordingly, if additional funding is to be included in the new
legislation, NACDL applauds the Financial Crimes Resources Act
as a provision of funding not just for the investigation and prosecu-
tion of these offenses, but also for the defense.

Mr. Scott, I note the $50 million to U.S. attorneys’ offices, the
$100 million to the FBI, and $20 million to defense function. While
we applaud the effort to fund the defense function, we believe that
that more than 7-to-1 disparity between two prosecutorial agencies
alone is still out of balance.

And as my time is limited, I would like to refer to my written
statement with respect to NACDL’s position regarding each of the
various unnecessary measures presently contemplated to create
new Federal statutes, such as mortgage lending fraud, derivatives
fraud, and TARP fraud, to address conduct that can easily be pros-
ecuted under existing law.

I would like to speak, however, on what we believe is the pro-
posed ill-advised effort to expand the reach of the money laun-
dering statute and effectively reverse the recent Supreme Court de-
cision in the Santos case.

In that case, the Supreme Court held that the crime of money
laundering is confined to transactions and the proceeds of unlawful
criminal activity that is engaging in transactions involving illegal
criminal profits. That decision is appropriate.

The proposed legislative change would frequently, as it would
have in the Santos case itself, provide an enhanced penalty based
solely on the underlying conduct that is already unlawful. In es-
sence, it allows the very same conduct to be punished twice, first
as the underlying crime, and then again and more severely as
money laundering.

Thank you again, Mr. Chairman, for allowing NACDL the oppor-
tunity to be heard on these very important issues.

[The prepared statement of Mr. Pollack follows:]
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Mr. Chairman, Mr. Smith and distinguished Members of the Committee:

Thank you for inviting me to testify on behalf of the National Association of Criminal
Defense Lawyers on the important and timely issue of fraud and our financial system. NACDL
is the preeminent organization in the United States advancing the mission of the nation’s
criminal defense lawyers to ensure justice and due process for persons accused of crime or other
misconduct. A professional bar association founded in 1958, NACDL’s 12,500 direct members -
- and 80 state, local and international affiliate organizations with another 35,000 members --
include private criminal defense lawyers, public defenders, active-duty U.S. military defense
counsel, law professors and judges committed to preserving fairness within America’s criminal
justice system.

L. Introduction

As the American Bar Association's Task Force on the Federalization of Crime observed
in 1998, "So large is the present body of federal criminal law that there is no conveniently
accessible, complete list of federal crimes." As of 2003, there were over 4,000 offenses that
carried criminal penalties in the United States Code. In addition, it is estimated that there are at
least 10,000, and possibly as many as 300,000, federal regulations that can be enforced
criminally. The race to expand criminal laws exponentially does not serve any useful purpose,
and we cannot continue to race indefinitely.

Further expanding the scope of the criminal law logically requires a presumption that
what got us in the present economic and financial mess was the absence on the books of the
necessary law enforcement tools to prevent it from occurring. That, however, is simply not the
case. The federal arsenal to stop and to punish financial fraud in every permutation already
exists. Federal criminal laws that can be used to address criminal conduct in the financial and
housing markets include among many others: mail fraud, wire fraud, major fraud, securities
fraud, and bank fraud.

To the extent that there are new of changed financial instruments that have grown over
the past few years that have not previously been anticipated in our regulatory schemes, the
answer is to update regulations to reflect these financial innovations and ensure that large
segments of financial activity will not remain unregulated. The answer is not, however, to judge
previously unregulated conduct through the lens of 20-20 hindsight and treat previously
unregulated transactions as criminal. Further, new criminal laws cannot be applied retroactively,
so any new criminal laws passed now by Congress cannot be used to address the conduct that has
led to our current financial and economic turmoil.

The criminal laws are rightly reserved for egregious, intentional wrongdoing that falls
well outside the mainstream of ordinary business conduct. If large numbers of honest business
persons took advantage of an unregulated environment in making risky and ill-advised, but not
clearly illegal, decisions, they should not now be treated as criminals. For those who went
beyond that, and engaged in intentional fraudulent conduct, there are ample criminal laws on the
books already that will allow for them to be prosecuted.
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II. Measures to increase law enforcement funding must be balanced with indigent defense
funding.

NACDL does not oppose the various measures to fund the hiring of additional
prosecutors, FBT agents, or other law enforcement personnel -- many of whom have been pulled
away to investigate and prosecute terrorism and national security cases -- to investigate and,
where appropriate, prosecute white collar criminal offenses. However, Congress must
understand it cannot simply fund half of the equation.

If there are to be more white collar criminal prosecutions, there will necessarily be the
need to fund the defense of such cases. Current forfeiture statutes allow, and are routinely used,
to restrain assets of criminal defendants upon indictment. As a result, increasing numbers of
defendants in white collar cases cannot pay for their defense. The defense in these cases is paid
by taxpayers. This happens either through public defender offices or through court appointments
under the Criminal Justice Act.

Federal public defender offices are already over burdened and many lack resources and
expertise to defend complex white collar criminal cases. If we are to expand such prosecutions,
we must not only fund their investigation and prosecution, but we must also adequately fund the
defense of these cases. These cases require intensive investigation, the review and understanding
of extraordinarily voluminous documents, and, often, the use of expert witnesses. If we do not
fund the defense of these cases adequately to allow for a defense team thoroughly to engage in
each of these endeavors, innocent business persons who lack the resources to mount a proper
defense will be convicted along with those who are guilty. This is a result that undermines true
justice and cannot be tolerated.

IIT. NACDL opposes the Money Laundering Correction Act and supports exclusion of
money laundering provisions from the Fight Fraud Act (H.R. 1748).

The past fifteen years have witnessed an alarming expansion of the money laundering
statutes — principally 18 U.S.C. §§ 1956 and 1957 — by the courts, the Department of Justice
and the Congress. Once a tool for drug or racketeering cases, these laws are now applied to a
wide range of activities, including routine business transactions.' As former Deputy Attorney
General Larry Thompson has observed,

The Anti-Money Laundering Statutes are overly broad because
they potentially reach many legitimate business transactions. The
result is that businesses are subject to overreaching investigations

! Anargument can be made that Congress did not intend that the money laundering statutes be used to
combat olfenses other than those associated with drug (rafTicking and organized crime. Teresa E. Adams, Tacking
on Money Laundering Charges to White Collar Crimes: What Did Congress Intend. and What Are the Courts
Doing?, 17 Ga. St. U. L. Rev. 531, 549-58 (2000). Nonetheless, the underlying crimes that serve as predicates for
money laundering offenses, called “specified unlawful activities,” include virtually all alleged white collar crimes,
including federal environmental crimes and copyright infringement. See 18 U.S.C. § 1956(c)(7). See Money
Laundering Campaign Hils New Targets, 3 No. 3 DOJ Alerl 4, March 1993 (describing increased moncy laundering
exposure of otherwise legitimate businesses, especially leasing companies, real estate brokers, and retailers).
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and prosecutions for conduct unrelated to drug trafficking or
organized crime. These investigations and prosecutions are
extremely disruptive for business and expensive to defend.

Elizabeth Johnson & Larry Thompson, Money Laundering: Business Beware, 44 Ala. L. Rev.
703, 719 (1993). As interpreted and applied, the current law is a trap for unwary individuals and
businesses that inflicts felony convictions, overly harsh prison sentences, * and ruinous asset
forfeiture.®

Individuals and businesses who handle dirty money with no actual knowledge of the
underlying offense are nonetheless vulnerable to money laundering charges.4 This is because
courts have interpreted the knowledge requirement to include the concept of “willful blindness”
or “conscious avoidance.” Some courts have gone so far as to hold that willful blindness is
showg where the defendant has suspicions and does not take action to confirm or disprove their
truth.”

Compounding the statutes’ over-breadth is the prosecutorial practice of piling on money
laundering charges that are incidental to or virtually indistinguishable from the underlying
offense. For example, prosecutors have charged money laundering where the defendant has
done no more than deposit the proceeds of some “specified unlawful activity” into his bank
account, even though the bank account is clearly identifiable as belonging to him.® Spending
illegal proceeds, even without any attempt to obfuscate their source, likewise may trigger money
laundering charges — against the drug dealer and the merchant who knowingly accepts his
money.

2 Scction 1956 provides for a senfence of up (o twenly years, and a finc of the greater of $500,000 or (wice
the value of the properly involved in the (ransaction. Section 1957 provides lor a senlence of up (o ten years, and
includes the potential imposition of substantial fines as well. Both sections trigger severe sentences under (he
United States Sentencing Guidelines.

* Money laundering offenses trigger the broad forfeiture provisions of 18 U.S.C. § 982, which gives
prosecutors the authority to seize any property “involved in” or “traceable™ to the alleged offense. This means that
proscculors can scize an entire business, bank account or other asscl with little regard for the nature or magnitude ol
the money laundering activity. A moncy laundering prosccution also gives prosccutors the power Lo usc scizure
warrants, seek protective orders, and confiscate substitute assets.

* Federal law permits juries to infer guilty knowledge from a combination of suspicion and indifference to
the truth. See, e.g.. United States v. Campbell, 977 F.2d 854, 856-59 (4'h Cir. 1992) (reinstating the money
laundering conviction of a rcal estalc agent based upon the agent’s “willlul blindness™ that her client was a drug
dealer attempting (o conceal proceeds by buying a house, when the client drove a Porsche, used a cellular iclephone,
and paid $60,000 in cash under (he (ablc).

® See United States v. Kaufiman, 985 F.2d 884 (7" Cir. 1993) (upholding car dealer’s money laundering
conviction based on willful blindness theory, even though the undercover agents in the sting operation never told the
defendant that the car purchase money was drug proceeds).

¢ Such “receipl and deposil” cascs may be prosccuted under 18 U.S.C. § 1956 based on the (heory that the
defendant “concealed” the proceeds. Sce. c.g., United States v. Sutcra, 933 F.2d 641 (8% Cir. 1991) (bolding that
deposit of three checks identificd as gambling procceds inlo business bank account, which bore the namc ol ils
owner, constituted concealment).
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Piling on money laundering charges to an alleged crime often results in a sentence longer
than what would ordinarily be incurred.” In white collar criminal cases, in particular, this allows
prosecutors to obtain easy plea bargains and forfeitures that may not be in the interest of justice.
This is despite the fact that, in many cases, the alleged “laundering” adds no additional harm and
does not remotely resemble “laundering” as that term is commonly understood (i.e., creating the
appearance of legitimate wealth).

These concems militate strongly in favor of legislation to limit the money laundering
statutes’ scope. In August 2001, NACDL’s Money Laundering Task Force issued its Proposals
10 Reform the Federal Money Laundering Starutes.® NACDL recommended the following
statutory amendments: (1) The promotion prong of 18 U.S.C. § 1956, which has been subject to
absurd application and conflicting interpretations, serves no purpose and should be repealed; (2)
The concealment prong of 18 U.S.C. § 1956 should be expressly limited to financial transactions
designed by the defendant with the intent to create the appearance of legitimate wealth; and (3)
Congress should amend 18 U.S.C. § 1957, which broadly prohibits transactions involving illegal
proceeds of a value greater than $10,000, to focus on professional money launderers, rather than
one-time offenders. The report explains, “The proposals in this report are not only necessary to
bring rationality and fairness to the laws but are consistent with the aims of legitimate law
enforcement. The proposed amendments would simplify and clarify current law, facilitate
compliance efforts by individuals and businesses, and focus federal law enforcement on serious
misconduct.”

Section 2 of the Money Laundering Correction Act: This provision would reverse the
Supreme Court’s unanimous decision in Cuellar v. United States, 128 S. Ct. 1994 (2008). At
issue is the money laundering provision that prohibits international transportation of money
designed to conceal the nature, location or ownership of criminal proceeds (18 U.S.C. §
1956(a)(2)(B)(1)). In Cuellar, the defendant was caught hiding drug proceeds in his vehicle
while en route to Mexico. The Court held that secretive transportation is insufficient for
conviction; the government must prove that the purpose of the transportation was to conceal the
nature, location or ownership of criminal proceeds.

Section 2 of the Money Laundering Correction Act would reverse Cuellar so that a
money laundering conviction could rest solely on evidence that the defendant concealed ill-
gotten money during international transportation. NACDL believes that increasing the statute’s
scope to encompass mere money hiding casts the net far too wide by capturing conduct that was
not intended to create the appearance of legitimate wealth. Given that the government can
charge the underlying conduct and perhaps one of the numerous other money laundering, cash-
reporting or anti-smuggling statutes, there is simply no justification for this.

” Teresa E. Adams, Tacking on Money Laundering Charges to White Collar Crimes: What Did Congress
Intend. and What Are the Courts Doing?. 17 Ga. St. U. L. Rev. 531, 558-59 (2000).

¥ Available at: hitp://www.nacdl.org/public.nsl/whitccollar/moncylaundering

® For cxample, defendant Cucllar might have been charged with bulk cash smuggling, 31 U.S.C. § 5332,
because he intended to transport cash in excess of $10,000 across an international border without reporting it.
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Section 3 of the Money Laundering Correction Act: This provision would reverse
United States v. Santos, 128 S. Ct. 2020 (2008). In Santos, the Supreme Court correctly limited

the term “proceeds,” as used in the principal money laundering statute, to the profits of a crime,
not its gross receipts. While the Santos decision was based on the rule of lenity, which requires
that statutory ambiguity be resolved in the defendant’s favor, Justice Scalia’s opinion takes into
account many of the above-stated concerns with the money laundering statute.

In Santos, the defendants were convicted of operating an illegal gambling business (7.e., a
lottery that was illegal under state law) and money laundering. Justice Scalia points out that
under the “receipts” definition of proceeds, every illegal lottery offense will trigger money
laundering charges when the winning bettor is paid; in the words of the Court, the alleged money
laundering “merges” with the gambling offense. Allowing the government to charge both the
underlying offense and money laundering for the gross receipts of the underlying offense is, as
Justice Stevens wrote in his concurring opinion, “tantamount to double jeopardy.”

This “merger” problem is exacerbated by the fact that the sentence for money laundering
almost invariably exceeds the sentence for the underlying offense. In Santos, for example, the
district court sentenced defendant Santos to 60 months for the two gambling counts and 210
months for the three money laundering counts. As Justice Scalia notes, “Congress evidently
decided that lottery operators ordinarily deserve up to 5 years of imprisonment, § 1955(a), but as
a result of merger they would face an additional 20 years, §1956(1)(1).” When the so-called
money laundering is virtually indistinguishable from the underlying offense — as with many of
the more than 250 money laundering predicates -- this huge sentencing disparity makes no sense.

Finally, in other factual contexts, using the “receipts” rather than the “proceeds” or
profits from unlawful activity will often vastly overstate the culpability of certain defendants,
while understating the culpability of others. Where receipts are used to defray the expenses of an
illegal scheme, the gross receipts are neither a true measure of the benefit to the defendant, nor
the harm to the victims. Rather, the use of gross receipts is simply a mechanism artificially to
inflate the penalties imposed on some individuals convicted of money laundering, but not others,
with no relational relationship to the respective culpability of the defendants.

IV. Prosecutors have the tools they need to police financial markets.

General federal fraud statutes, such as the mail and wire fraud statutes, are available to
address any crimes related to the subprime market and market crisis regardless of whether the
crimes took place on Wall Street or Main Street. The federal courts’ expansive reading of the
mail fraud statute “has made it possible for the federal government to attack a remarkable range
of criminal activity even though some of the underlying wrongdoing does not rest comfortably
within traditional notions of fraud.”'® Leading commentators agree that “scheme to defraud,” the
key phrase of the mail fraud and wire fraud statutes, “has long served . . . as a charter of authority
for courts to decide, retroactively, what forms of unfair or questionable conduct in commercial,
public, and even private life, should be deemed criminal. In so doing, this phrase has provided

19 Julie O Sullivan, FEDERAL WHITE COLLAR CRIME; CASE AND MATERIALS 483 (2d ed. 2003).
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more expansive interpretations from prosecutors and judges than probably any other phrase in
the federal criminal law.”!!

Beyond conduct specific to Wall Street, federal prosecutors have a multitude of methods
for addressing whatever “retail-level” mortgage fraud schemes that have been conducted on
Main Street. In fact, the largest area of mortgage fraud activity seems to be on the local level
and may be characterized as “white-collar street crime,” in that it consists of traditional white
collar crime — mail fraud and wire fraud — on an individual and personal level. Thus, prosecutors
can use the same tools to prosecute white-collar street crime that they use to prosecute any
alleged criminal conduct taking place on Wall Street. The FBI itself recently acknowledged the
applicability of the same provisions used for Wall Street — including Chapters 47 (fraud and false
statements), 63 (mail fraud), and 73 (obstruction) of Title 18 of the United States Code —to
mortgage fraud. It specifically identified nine “applicable Federal criminal statutes which may
be charged in connect with mortgage fraud.”?

Regardless of which federal fraud statute a prosecutor uses to charge a defendant, the law
currently provides a substantial potential penalty. For example, mail and wire fraud violations
already carry a maximum penalty of 20 years imprisonment. In addition, any fraud that “affects”
a financial institution carries an increased possible penalty of a $1,000,000 fine, 30 years
imprisonment, or both. Unlike the elements of the bank fraud statute, conduct qualifying for the
enhanced penalty need not be perpetrated against a financial institution in order to draw the
increased penalties. Thus, even if a fraud perpetrated against a “mortgage lending business”
could not be characterized as bank fraud, the fraud inevitably “affects” a financial institution
such that the 30-year maximum sentence under the mail and wire fraud statutes would apply. By
comparison, the maximum federal penalty for attempted murder is 20 years and the maximum
for voluntary manslaughter is 15 years.13

Furthemmore, criminal conduct need not go unpunished even if there is no federal statute
reaching it. If, for some reason, certain conduct is beyond the jurisdiction of federal prosecutors,
it can always be prosecuted on the state and local level. Indeed, the case is strong for increased
state-level activity, in some instances as an alternative to federal prosecutions. At both the state
and local levels, prosecutors have been aggressively battling retail-level fraud perpetrated by
individual brokers, real-estate agents, lenders, buyers, and borrowers.'* Like the federal

" John C. Coffee. Jr. & Charles K. Whitehead, The FFederalization of Fraud: Mail and Wire Fraud Statutes. in |
Otto G. Obermaier & Robert G. Morvillo, WHITE COLLAR CRIME, Business and regulatory offense § 9.01 (2002).

'? Federal Bureau of Investigation, Press Release: FBI Issues Morigage Fraud Notice In Conjunction With
Mortgage Bankers Association (Mar. 8, 2007). available at

btip:fwww fbi gov/pressrel/pressreld 7/imorteasefrand030807 tm (last viewed Feb. 10, 2009). The list includes the
following statules: (1) 18 U.S.C. § 1001 — Statements or entrics gencerally, (2) 18 U.S.C. § 1010 — HUD and Federal
Housing Adminisiration Transactions, (3) 18 U.S.C. § 1014 — Loan and credit applications generally, (4) 18 U.S.C.
§ 1028 — Fraud and related activity in connection with identification documents, (5) 18 U.S.C. § 1341 — Frauds and
swindles by Mail, (6) 18 U.S.C. 1342 — Fictitious name or address, (7) 18 U.S.C. § 1343 —Fraud by wire. (8) 18
U.S.C. § 1344 — Bank Fraud, and (9) 42 U.S.C. § 408(a) — False Social Security Number.

318 U.S.C. §§ 1112 (manslaughter), 1113 (atlempted murder).

" Coffee and Whitehead, supra note 3.
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government, the states have ample legal authority to prosecute fraud. In addition, states — and
not the federal govermment — are the primary regulators of mortgage brokers and the insurance
industry. Thus, conduct that takes place entirely on the state or local level and that is within the
state’s expertise should be investigated and prosecuted by state and local officials.

While the purpose of the Fight Fraud Act is laudable, that purpose is achieved through
the substance of existing federal and state statutory authorities, as well as whatever increased
funding and related resources is warranted under Section 3 based on the evidence available to
date, with adequate resources devoted both to the prosecution and defense functions.

Once again, thank you for inviting NACDL to share its views. We stand ready to assist
the Committee and its staff as it seeks to address these important issues.

Mr. CONYERS. Attorney Marcia Madsen is with the Institute for
Legal Reform, which is an affiliate of the United States Chamber
of Commerce.
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TESTIMONY OF MARCIA G. MADSEN, INSTITUTE OF LEGAL
REFORM, CHAMBER OF COMMERCE

Ms. MADSEN. Good morning, Mr. Chairman, Ranking Member
Smith, Members of the Committee.

My name is Marcia Madsen. I am a partner in Mayer Brown,
and I am here today representing the United States Chamber of
Commerce and its Institute for Legal Reform.

I noticed you referred to me as a senior partner, Mr. Chairman.
I have—ladies always wonder when someone uses that expres-
sion—but since 1985, I have practiced in the area of public contract
litigation and, among other things, have defended companies and
individuals in connection with the False Claims Act, which is the
subject of my testimony today, and working in the public procure-
ment area.

So on behalf of the Chamber, I am really here today to talk about
H.R. 1788, the legislation that was introduced yesterday to amend
the civil False Claims Act.

As an initial matter, I want to emphasize that the Chamber sup-
ports the Department of Justice and the agency inspector general
in their efforts and role to identify and eliminate fraud involving
taxpayer funds. The Chamber recognizes that the False Claims Act
is an important tool to fight fraud in Federal contracts and Federal
programs.

The $21.6 billion recovered since 1986 evidences that the statute
is working, particularly when it is deployed by the government.
The Chamber believes very strongly the proposed amendments to
the statute, which largely are directed at encouraging qui tam
plaintiffs to file and maintain meritless actions are unnecessary.
Further, those amendments may actually disrupt the government’s
efforts to pursue fraud, waste and abuse in Federal contracts and
programs and unjustly—plaintiffs who have—who do not deserve to
be rewarded.

Since this Committee last looked at the False Claims Act amend-
ments last summer, there have been some pretty dramatic changes
in the government’s investigative and oversight mechanisms and
resources. There are just a couple of points that I would like to
summarize from my written testimony.

The first is, I would like to draw in particular the Committee’s
attention to the new mandatory disclosure rule that became effec-
tive in December 2008 at the behest of the Department of Justice.
This new regulation, which was described by the government itself
as a sea change, requires Federal contractors to disclose potential
violations of the False Claims Act, certain criminal laws related to
procurement, and significant overpayment.

While this rule was initially exhausted, an amendment to the
Federal Acquisition Regulation, which I will undoubtedly refer to
as the FAR here and confuse everyone, that amendment became
applicable to other programs very quickly, as it is sort of become—
mandatory disclosure has kind of become the latest thing in gov-
ernment programs.

It was quickly picked up by the implementing guidance in the
American Recovery and Reinvestment Act for grants and assistance
agreements and in the TARP legislation for financial agreements
under the TARP, as well as contracts.
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But the point I want to emphasize to the Committee today about
this regulation is that, because the government’s investigators have
direct access to obtain information from contractors and grantees,
there is really no need to enact changes to the False Claims Act
to further encourage relaters.

Just in summary, the rule has two main features. First, contrac-
tors with larger contracts as required to have a code of business
ethics and conduct, a government-approved internal control system,
and that control system has to be designed to detect improper con-
duct.

The system is required to include timely, mandatory disclosure
whenever the contractor has credible evidence of a potential viola-
tion of the False Claims Act.

Subcontractors also are required to have such a program and to
make disclosures. And I heard the comments and the questions of
the Members of the Committee today about concerns about sub-
contractors. They are covered by the rule.

Importantly, contractors and subcontractors must provide full co-
operation with government investigators, which includes providing
access to employees who have information about the potential vio-
lation.

The second point I would like to note is that a contractor of any
size is subject to debarment for a knowing failure to timely disclose
credible evidence of a violation of the False Claims Act under des-
ignated criminal laws or significant overpayment.

This obligation does not end until 3 years after final payment,
and it requires a look-back at the time of final payment, even if
contract performance has long been completed.

When you consider that only 2 percent of False Claims Act recov-
eries come from—it is pretty obvious, I think, that the government
investigators’ access under the mandatory disclosure rule is going
to be a more effective means for determining whether there is a
meritorious case or a violation at an earlier stage.

And, Mr. Chairman, you commented earlier, what is the best
way to get at fraud? And I would submit to you that the mandatory
disclosure rule is a better solution than using third-party relaters.

I would like to comment just briefly about some of the problems
that arise in the legislation—really, in the proposed legislation, as
a result of the advent of the mandatory disclosure rule.

The first relates to the public disclosure provision. With the
change to the amendment proposed in the bill, a relater would ac-
tually be able to proceed with an action involving the same trans-
action or facts that have already been mandatorily disclosed.

Just a couple of examples. Because of the exclusivity standard in
the bill, a relater who has any additional information, no matter
how small, would be able to proceed, because it would be new infor-
mation.

Also, the definition of public is not clear, and it is not clear with
that definition whether a mandatory disclosure would qualify as an
audit or an investigation sufficient to have these actions dismissed.

So unless this language is revised, it is possible that a relater
would be able to obtain a recovery, even though the proper govern-
ment authorities had the information and were pursuing it.
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A similar problem exists with respect to the bill’s 9(b) provision.
If a relater is subject to a lower pleading standard, the relater will
be allowed to proceed to obtain discovery and potentially to obtain
a mandatory—or is able to obtain a recovery even though the man-
datory disclosure has already been made to the government and
the government already had the information.

We have the same concern about sharing information under civil
investigative demands.

The second point I just wanted to make very briefly—and it is
made at length in my written testimony—is that the government
in—really, in the last few months has tremendous new assets and
resources and capabilities to pursue fraud.

The recovery act created a new Accountability and Transparency
Board, the ability to use the I.G. powers, and additional authority
to compel documents and to have hearings and compel testimony.
It also authorized the Recovery Independent Advisory Panel, which
also can take evidence and hold hearings.

The recovery act added new powers for the I.G.s and the GAO
to investigate and to subpoena testimony from recipients of recov-
ery act funds. And that is new authority for them.

The recovery act contains a separate whistleblower provision au-
thorizing damages and a right of action in Federal court. And it
contains a lot of money for the inspector general, over $220 million
for new resources.

The TARP also gets a special 1.G., extensive audit rights, exten-
sive supervision by the GAO, and there is mandatory disclosure for
TARP.

So, in sum, I would just like to note that there really is no need
to give relaters and their lawyers more tools to pursue fraud. When
you think about the best way, the best way here is if the govern-
ment steps in to the get the information and where is the value—
value for the government is to use its resources and the informa-
tion, rather than basically outsourcing that function to the relaters.

I would be happy to respond to any questions.

[The prepared statement of Ms. Madsen follows:]
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Thank you for the opportunity to present the views of the U.S. Chamber of Commerce
and the U.S. Chamber Institute for Legal Reform today. | have been asked to testify with respect
to the False Claims Correction Act of 2009."

In my private practice, I am a partner in a law firm where, among other things, [ defend
companies involved in civil False Claims Act (“FCA™) actions, assist companies and other
entities to develop and implement compliance programs with respect to their government
contracts and programs, and assist companics and other entitics in audits and internal
investigations. I am a past chair of the American Bar Association Section of Public Contract
Law. From 2005 --2007, I chaired the Acquisition Advisory Panel (sometimes known as the
SARA Panel), a federal advisory commission created by Congress and appointed by OMB. Our
Panel studied the vulnerabilities in the Federal acquisition system and made over 100 findings
and 80 recommendations to improve the system — many of which have heen cither enacted into
law or implemented in regulation during the past two years.

At the outset, let me emphasize that the Chamber is very cognizant and supportive of the
ongoing role of the Department of Justice and the agency Inspectors General to detect,
investigate, and prosecute fraud involving taxpayer funds. The Chamber agrees that the False
Claims Act is an important tool to fight fraud involving Federal contracts and programs. The
recovery of more than $21.6 billion since 1986 is evidence that the existing statute is working.
The Chamber believes, however, thal the proposed amendments to the statute are not needed,
and recent developments have reinforced that view. Furthermore, with regard to the other picces
of legislation being considered by the Committee today, the Chamber believes that the Congress
needs to carefully assess any uniniended consequences that those bills may have before adding
more criminal laws in this area.

The question before the Committee is whether more incentives to encourage private qué
tam plaintiffs (known as “relators™) to file additional cascs are necessary, either to enhance the

" The text of H.R. 1788 was not yet available at the time this testimony was prepared, however, the reported

version of H.R. 4854 from the 110th Congress was availablc.



74

existing law or to clarify its original intent. Importantly, numerous changes in the Government’s
oversight capabilities and resources, including the enactment of other legislation as well as the
promualgation of new regulations since the 2008 version of the Icgislation was reported out of this
Commitiee, raise serious questions about whether further incentives to gui tam plaintiffs (i) are
warranted, (ii) would impede the Government’s ability to investigate fraud, waste, and abuse in
its programs, and (iil) would inappropriately siphon off recoveries which should accrue to the
Government. While the FCA — when deployed by the Government — has been effective in
targeting fraud, the use of gui tam actions to detect and deter fraud has not. The DOJ’s own
numbers tell the story. According to DOJ’s most recent statistics, of the more than $21.6 billion
recovered since the 1986 amendments became effective, only 2 percent was recovered in cases
where DOJ did not intervene. See Fraud Statistics — Overview, October 1, 1986 — September 30,
2008, Civil Division, U.S, Department of Justice, available at hitp://www.laforg/statistics. htm
(copy attached).

The Chamber provided detailed testimony to the Committee last year concerning H.R.
4854 - The False Claims Correction Act of 2007. You have that testimony and analysis, and the
Chamber stands by that testimony. Thus, it is not my intention to repeat those points at this time.
However, since the Committee reported its bill last year, there have been several developments
that should impact the Committee’s consideration of the proposed legislation. Those include
promulgation of the Mandatory Disclosure Rule under the Federal Acquisition Regulation
(“FAR™), and the adoption of similar rules for assistance instruments under the guidance issued
to implement the American Recovery and Reinvestment Act of 2009 (the “Recovery Act”), as
well as for transactions under the Emergency Economic Stabilization Act of 2008 for the
Troubled Asset Relief Program (“TARP”). In addition, Congress has provided new investigative
authorities and tools for the Inspectors General and the Government Accountability Office, and
created entire new organizations to detect and deter fraud - including the appropriation of
hundreds of millions of dollars for these new efforts. In light of these new rules and new
capabilities, the federal Government is in a position to uncover and investigate potential frauds
and false claims on its own, without creating yet more generous provisions to benefit gus tam
plaintiffs.

Congress also should take into account the further alienation of commercial companies.
Many commercial finns, particularly technology firms, give a wide berth to the high risk Federal
market. Accordingly, the Government loses the benefits of affordable goods and services that
have been vetted and refined through private competition. The Government recognizes the value
such firms have to offer, and has periodically attempted to refine the regulatory scheme (as it did
in the mid 90’s with the Federal Acquisition Streamlining Act and the Federal Acquisition
Reform Act) to reduce the risks to commercial companies. See FAR Part 12. However,
uncertainties associated with potential FCA actions are a significant deterrent to commercial
companies.

1. The Proposed Amendments Expand Liability Dramatically To Include Matters Far
Outside The Federal Purview

Under the existing statute, the basic term “claim™ is defined as “any request or demand
which is made to a contractor, grantee, or other recipient if the United States Government
provides any portion of the money or property which is requested or demanded, or if the
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Government will reimburse such contractors, grantee, or other recipient for any portion of the
money or property which is requested or demanded.” 31 U.S.C. § 3729(c).

Section 2 of H.R. 4854, as reported, includes sweeping new definitions that will expand
the reach of FCA liability into matters well beyond what is customarily understood to be the
reasonable interest of the Government. The reported legislation includes a new extremely broad
definition of “Government money or property” as:

(a) money belonging to the United States G