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Greenpoint required a debt to income ratio of 40% for an investment property.*® Mr. Duell
needed a high income to qualify for the loan. His stated income appears to have been a
misrepresentation calcu!éted to secure the loan.

152. Mr. Granderson testified that, according to the HUD-1 setllement statement
for the property at 3219 E. Cottonwood Lane in Phoenix, Steven R. Archer was the
borrower.® The loan application was stated income because no other documents were
contained in the file. Mr. Archer indicated that he had been employed by Freedom
Financial for 10 months as a loan officer. He stated his base employment income was
$8,100/month.

153. Mr. Granderson obtained Mr. Archer's W-2 form from Freedom Financial for
2006. He earned $30,563 for the ten months he worked there, approximately
$3,000/month. His stated income of $8,100/month was a misrepresentation.

154. Mr. Granderson admitted on cross-examination that, for a stated income
loan, the borrower states an income and the underwriter determines whether the income
is reasonable given the borrower’s occupation or employment and employment history.
The lender determines the borrower's ability to repay the loan based on his stated
income.

155.  Mr. Granderson admitted that lenders have the right to deny or investigate
loan applications based on a borrower’s stated income. Both loans were funded; World
Savings funded Mr. Archer’s loan and Aegis funded Mr. Duell’s loan.

156. Mr. Granderson testified that Mr. Duell's loan application showed some
rental income. He was not aware of any other employment held by Mr. Duell. If he were
self-employed at ancther job, he should have shown the additional income as “other
income.”

Mr. Russell’s Testimony

157. Mr. Russell testified that a loan officer has unlimited income potential. He
just has to get out of bed in the morning. A salesperson has to believe that he will make

$1 million/year to be effective.

% Nepartment Ex. 41 at 12.
® Department Ex. 23.
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158. Mr. Russell testified that lenders scrutinize loan applications from brokers'
employees. If there is a problem with the application, lenders will turn it down. No lender
turned down Mr. Duelf's or Steve Archer's applications.

159. Mr. Russell testified that Mr. Duell is Freedom Financial's top salesman.
Except for this complaint, Rick Duell has worked for Freedom Financial for 6 or 7 years
without incident.

160. Mr. Russell testified that Mr. Duell's and Mr. Archer's W-2s were irrelevant.
Mr. Duell made significantly more money in prior years. He also had $70,000 in
unreimbursed income. Mr. Duell also worked as a stock trader and as a hair drésser. Mr.
Russell testified that he thought that the incomes that Mr. Duell and Mr. Archer stated
were reasonable because the lender thought they were reasonable.

FAILURE TO MAINTAIN NET WORTH OF $100,000

161. Mr. Russell testified that, in 2006, Freedom Financial had maintained its
books based on a cash basis of equity. Because Freedom Financial was required to
have an accountant calculate equity based on an accrual basis, it had this calculation
performed at the first of the year.

162. Mr. Russell testified that his understanding was that Freedom Financial had
to maintain a net worth of at least $150,000 on a cash basis. But, in 2006, he had
deposited money to start a new marketing campaign. A firm in Texas with whom
Freedom Financial had been doing business, which owed Freedom Financial $140,000,
had filed for bankruptcy. Mr. Russell testified that he took money from other sources to
pay his employees.

163. Mr. Russell testified that he hired a new accountant and company controller.
Although he cannot ever get rid of a cash basis accounting, during the calendar year he |
now has Freedom Financial's equity checked on an accrual basis at least four times. So
it will never again enter a new year without the statutorily mandated net worth.

- 164, M. Russell testified that the Department’s investigation had been brutal on
him, his family, and his employees. The Department had assumed that he was guilty
based on what some one else did. Mr. Russell denied having done anything deliberate or

malicious.
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CONCLUSIONS OF LAW
1. The Department has the authority and duty to regulate all persons engaged in

the mortgage banker business and with the enforcement of statutes, rules, and
regulations relating to mortgage bankers; this matter lies within the Department’s
jLu"isciE(:?tion,6§

2. The Department bears the burden of proof and must establish Respondent’s
statutory violations by a preponderance of the evidence.” “A preponderance of the
evidence is such proof as convinces the trier of fact that the contention is more probably
true than not.”™® A preponderance of the evidence is “[{]he greater weight of the
evidence, not necessarily established by the greater number of witnesses testifying to a
fact but by evidence that has the most convincing force; superior evidentiary weight that,
though not sufficient to free the mind wholly from all reasonable doubt, is still sufficient to
incline a fair and impartial mind to one side of the issue rather than the other.”*

A.R.S. § 6-947(L)

3. A.R.S. § 6-947(L) includes among prohibited acts that “[a] mortgage banker
shall not make a false promise or misrepresentation or conceal an essential or material
fact in the course of the mortgage banker business.”

4. The Fletcher applications and the Duell and Archer applications that were
admitted into evidence all showed “base employment income” that was many times the
actual income shown on the borrowers’ W-2 or 1099 forms. No commissions or other
income was shown. Some of the Fletcher-applications from early 2005 showed a
modest net rental income; most of the later applications showed no positive net rental
income at all.

5. The Fletcher applications from October, November, and December 2005 that
showed other properties purchased during this same time frame showed a negative net
rental income. Although the $531,000 in the 1031 account was shown as an asset on

some of the applications, according the Mrs. Fletcher's and Mr. Granderson's

5 AR.S. §§ 6-941 et seq. .
%2 See AR.S. § 41-1092.07(G)(2); AA.C. R2-19-119; see also Vazanno v. Superior Court, 74 Ariz. 369, 372,
249 P.2d 837 (1952).
% Morris K. Udall, ARIZONA LAW OF EVIDENCE § 5 (1960).
8 BLACK'S LAW DICTIONARY at page 1220 (8" ed. 1999).
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testimony, other applications, and the HUD-1 statements, the monies in that account
had been used as a down payment for the Mesa properties, as required by the tax code
to avoid a substantial taxable event. The 1031 account was not available to make the
mortgage payment on the Mesa properties.

6. Respondents argued that all the lenders were interested in was potential
income and verified assets. Obligations and liabilities need not be considered. If a
borrower had verified assets, her actual income was irrelevant. The various categories
of income and mortgage liabilities could be ignored. Since neither the Fletchers nor any
of the lenders had complained or demanded a buy back, Respondents argued that Mr.
Russell's testimony about his understanding of the requirements for an income stated
loan reflected industry practice and standards, which in turn defined what would
constitute a misrepresentation under A.R.S. § 6-947(L.).

7. On this record, it does appear that the Fletchers and the lenders may have
been complicit in Freedom Financial's practice of collapsing all the income, asset, and
other information into a single category called “base employment income.” It does not
appear that any of them considered that mortgage obligations for other properties or
negative net rental income could reduce the estimated income available to pay the
mortgages on the property financed. Rather, a "base employment income” was
assigned based on what was needed to fund the loan, rather than any objectively
reasonable figure that considered actual or even a reasonable net income.

8. The Fletchers, the lenders, and Freedom Financial seemed to have been
operating under the shared but objectively unreasonable assumption that the
borrowers’ actual ability to pay did not much matter since, in any event, the properties
would be “flipped” in a short time for a profit, regardless of the price paid or the negative
cash flow of rental income properties. All that mattered was an income amount that
would support the loan application. This approach to real estate investment and
mortgage banking appears to be nothing more than a Ponzi scheme, devoid of
meaningful standards or principles.

9. The Department therefore has borne its burden to establish that Freedom
Financial misrepresented the Fletchers’ income on the applications at issue, in violation

of A.R.S. § 6-947(L).
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10. “The purpose of the [Department] is to promote the public welfare by
protecting the financial assets of the citizens of this state by administering this state’s
statutes that relate to financial institutions and @n’terprises;”65 Because the
Department’s mandate is to protect the public and the financial assets of all the citizens
of Arizona, the Fletchers’ and the lenders’ complicity in Freedom Financial's
misrepresentation does not obviate the violation.

11. But the industry practice and the lenders’ and borrowers’ possible complicity
in the misrepresentations should be considered in mitigation of the penalty.

12. Mr. Russell testified that Mr. Duell had other sources of income and was
owed unreimbursed expenses. These alleged additional income sources were not
referenced anywhere in the application and, therefore, could not have been considered
by a lender in determining whether to make the loan and should not be considered by
the Department in determining whether a violation occurred. Mr. Russell's testimony
that both Mr. Duell and Mr. Archer had potential to earn significantly more at Freedom
Financial than they earned in 2006 is nothing more than speculation.

13. The Department therefore has borne its burden to establish that Freedom
Financial misrepresented Mr. Duell's and Mr. Archer's base employment income on the
loan applications admitted into evidence, in violation of A.R.S. § 6-947(L).

VIOLATION OF A.R.S. § 6-943(C)(2)

14. A.R.S. § 6-943(C)(5) requires that, to qualify for a mortgage banker license
or license renewal, a person or entity must “[a]t all times have and maintain a net worth
of not less than one hundred thousand dollars,” A.R.S. § 6-946(B) requires that “[e]very
mortgage banker shall observe generally accepted accounting practices.”

15. Respondents admitted that their audited financial statement for the year
ending December 31, 2008 showed a total equity of $47,608, approximately $53,392
short of the net worth required by A.R.S. § 6-943(C)(5).

16. Mr. Russell’s professed confusion about whether Respondent could

maintain the required equity under a cash accrual basis ignores the plain language of

% Laws 1994, Ch. 30, § 3.
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AR.S. § 6-946(B). His testimony that Freedom Financial's net worth dipped below the
statutory requirement only because of its loyalty to its employees is irrelevant.

17. The Department has borne its burden to establish that Respondents
violated A.R.S. § 6-943(C)(2) by allowing Freedom Financial's net worth to fall below
$100,000, as of December 31, 2006.

STATUTORY VIOLATIONS IN CEASE AND DESIST ORDER

18. Respondents admitted the statutory violations in the Department’s cease
and desist order, including that they had failed to correct four of the violations from their
last examination. |

19. Respondents argued that the civil penalty assessed was excessive,
especially in light of the lack of merit in the Department’s charged violations of AR.S. §
6-947(L). That argument is addressed above.

20. The violations charged in the cease and desist order were numerous and
serious. Respondents’ persistent violations show a cavalier attitude toward state
regulation.

21. The Depariment has borne its burden fo establish that the civil penalties
assessed in the cease and desist order are appropriate in light of the number, severity,
and persistence of the violations that Respondents admitted.

22, Department has also established cause to suspend or revoke the
Respondents’ license under A.R.S. § 6-945(A)}2)% and (7)% in the misrepresentation of
base employment income on the numerous Fletcher applications and the Duell and
Archer applications, especially in light of their poor licensing history.

RECOMMENDED ORDER

Based on the foregoing, the Administrative Law Judge recommends that the

Department issue an order against Respondents Freedom Financial and Mr. Russell’'s

mortgage banker License No. BK 0907383 that includes the following terms:

% This statutory subsection includes among the grounds for suspension or revocation of a mortgage
hroker license that the licensee “[h]as shown that he is not a person of honesty, truthfulness and good
character.” ‘
 This statutory subsection inciudes among the grounds for suspension or revocation of a mortgage
broker license that the licensee “[h]as violated any applicable law, rule or order.”
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(1) Reissue the March 7, 2007 Cease and Desist Order in its entirety, including
the findings of statutory violations and the imposition of a $25,000.00 civil penalty under
AR.S. § 6-132; and

(2) On the effective date of the Department’s final order in this matter, revoke

| Respondents’ license for a period of two years, but

(3) Stay the revocation of the license for two years, during which time
Respondents shall be on disciplinary probation. As terms of probation, (a)
Respondents shall within sixty (60) days to pay the $25,000.00 civil penalty and (b)
Respondents shall obey all applicable laws and regulations. Violation by the
Respondents of A.R.S. §§ 6-947(L), 6-943(C)(5), or any of the statutes or regulations
charged in the Cease and Desist Order and admitted at hearing shall result in the
summary revocation of Respondents’ mortgage banker license.

If the Director of the Office of Administrative Hearings certifies this Administrative
Law Judge Decision, the effective date of the order will be forty days from the date of
certification.

Done this day, September 7, 2007,
. >

~

LDiane Mihalsky
Administrative Law Judge

t
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Original transmitted by mail this
/[ day of September, 2007, to:

Arizona Department of Financial Institutions
Felecia Rotellini, Director

ATTN: June Beckwith

2910 North 44th Street, Suite 310

Phoenix, AZ 85018

BVW
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