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PROPERTY FLIPPING has quickly 
become one of the more common 
methods of defrauding investors, one 
that occurs most frequently in low–
income urban housing markets and 
other similar neighborhoods. There, 
many buyers see an opportunity to 
purchase property at a relatively 
low price then sell it quickly to an   
unaware investor.

In these types of deals, the fl ipper 
never does any substantive 
rehabilitation to the property — 
electrical, plumbing, or heating work, 
insulation and porch replacement, 
for example, using contractors whose 
work is inspected by city inspectors — 
that would justify signifi cantly higher 
resale prices. 

Some fl ippers, often portraying 
themselves as developers, buy houses 
in poor neighborhoods, do superfi cial 
work, such as replacing windows 
and other minimal adjustments, 
then quickly sell these houses to 
unsuspecting home buyers at huge 
margins. The less conscientious 
fl ippers simply hold the property 
for a few weeks or months, before 
reselling them and extracting margins 
of 100–200%. In the worst–case 
scenario for an investor, some fl ippers 
may conduct numerous sales of a 
property among co–conspirators in 
order to achieve a fake high–price 
sale and then sell it to a naive buyer 
for an infl ated amount.

The Chain Effect of Flipping
Although it immediately impacts 

only a single buyer, fl ipping causes 
several devastating effects for many      
different parties.

Flipping affects the entire 
neighborhood. 
Each fl ipped sale in a locality is an 
instance of a wrongly–priced deal that 
contributes to the economic 
perception of the neighborhood 
market. Flipping skews low–income 
housing markets since, in the future, 
genuine sellers and buyers will 
make inferences about surrounding 
property pricing based on past fl ips, 
without realizing the artifi cial nature 
of the sales. Flipping and fraudulent 
appraisals infl ate the local real 
estate market, setting it up for future 
impending disaster.

Flipping harms all concerned parties 
— appraisers, mortgage brokers, 
lenders and investors.
When the fl ipped properties are 
foreclosed, as they may will be, often 
all at once, prices dip below the 
normal market prices. This causes 
bankruptcy losses and higher housing 
costs for investors. In addition, 
genuine sellers intending to sell at 
such times will risk getting less than 
they owe on their mortgage. This 
can create a chain of foreclosures, 
affecting the investors and the 
lenders who invariably have to take 
a hit on their loans. For appraisers 
and brokers thriving on fees from 
continuing business, fl ipping and 
its effects lead to bad word–of–
mouth advertising and substantial   
reputation damage.

Flipping discourages investment.
By pulling down the value of 
properties, land fl ipping discourages 
investment. The instability caused 
by a large number of foreclosures 
affects the societal setup at large 
and ultimately lowers the real 
values, not just the temporary prices, 
for properties in the immediate 
neighborhood. The risk for owners 
of not getting any worthwhile returns 
is high enough to discourage others 
from signifi cantly revamping their 
own properties or purchasing other 
properties in the neighborhood, 
forcing prices down even further.

Flipping takes up legal resources. 
Foreclosures, bankruptcies and 
disputes cause unnecessary legal 
expenses and put a drain on our 
national resources.
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Rationalizing Flipping

Property fl ippers justify their profi ts in 
several ways. Many claim they got a 
lucky bargain and were able to purchase 
the property at a sub-market rate. 
Others may argue that they anticipated 
the market and saw unrecognized value 
in the property they purchased. Perhaps 
most commonly, some sellers assert 
they increased the value of the property 
by giving it a major facelift before  
reselling it.



What the Government Is Doing
Although it is impossible to completely 
eliminate fraud in an industry marked 
by the presence of innumerable 
entities, the federal government 
and state governments have from 
time to time resorted to regulatory 
interference to minimize the effect of 
fraud such as property fl ipping. 

Keeping an eye on HUD & FHA loans.
In May 2003, the Department of 
Housing and Urban Development 
(HUD) came out with legislation 
barring insurance in cases involving 
Federal Housing Administration (FHA) 
loans where the sale of property is 
within 90 days of acquisition and 
requiring detailed investigations into 
cases involving sales within 90-120 
days of purchase. This increases the 
cost to borrowers and forces them to 
be more diligent in all aspects of 
their purchase. While experts and 
practitioners in the fi eld welcome 
this move, they have stressed the 
importance of extending such 
legislation to include private loans 
as well. In the near future, the 
government may likely include all 
loans under its purview.

Cracking down on predatory lending.
Several of the existing laws aim 
towards minimizing instances 
of predatory lending, which is 
invariably a component in a real 
estate/mortgage fraud. The Home 
Ownership and Equity Protection 
Act (HOEPA) of 1994 requires that 
covered loans not: (1) contain certain 
onerous prepayment penalties; (2) 
charge an interest rate after default 
that is higher than the rate prior to the 
default; and (3) in most cases, require 
a balloon payment on a loan with a 
maturity less than fi ve years. HOEPA 
also gives the Federal Reserve Board 
broad regulatory authority to prohibit 
additional practices it considers unfair 
or deceptive, not just for HOEPA loans 
but for all consumer mortgage loans. 
Experts, however, argue that practices 
leading to high foreclosures fl ourish 
in spite of the current laws and that 
there is a need for more effective 
implementation.

Keeping mortgage brokers on the up 
and up.
The Truth in Lending Act (TILA), 
administered by Federal Reserve 
Board, requires all lenders of 

mortgage loans, to disclose the 
annual percentage rate (APR)  
charged on the loan, the amount of 
the loan itself, and the total of all 
payments required.

Ensuring clean settlements.
The Real Estate Settlement Procedures 
Act (RESPA) supplements the TILA 
disclosures with a requirement that 
lenders of federally–related mortgage 
loans disclose settlement costs when 
borrowers are applying for a loan 
and again at the time of closing. 
RESPA also prohibits kickbacks and 
referral fees.

In addition, each state government 
has outlined its own stipulations and 
disclosure norms depending on its 
individual state of affairs.

Pradeep Nagar is a MBA student at the 
University of Georgia, graduating in May 
2004 with special concentrations in Finance/
Investment, Risk Management and MIS. He 
received his B.Tech in Electronics Engineering 
from the Indian Institute of Technology. Prior 
to returning to the MBA program, he worked 
in banking, strategic planning and internal 
consulting with top Indian companies.

FOCUS ON FL IPPING
(cont. from front)


