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The American Dream has been one of this nation's most enduring ideals of the

past half-century. Presumably, every young couple, low-income family, and incoming

immigrant hopes to one day produce 1.7 kids, obtain 1.3 cars, and of course purchase the

house with the white picket fence. But fulfilling these goals costs money; and the

aforementioned groups are among the least financially stable in the country. These

people's need for extra funding has led to the extension of credit to large segments of the

population who were previously deemed unqualified. However, some lenders have tried

to take advantage of these people by granting mortgages to them at terms that are

deceptive and unfavorable. This practice is known as predatory lending and there is a

growing legislative movement all over the country to end it. However, there is a limit to

how effective even the best of these laws can be.

The fundamentals of finance dictate that loans to individuals with the highest risk

of non-payment should have higher interest rates than persons who are more likely to

repay. For this reason, mortgages to low-income homeowners usually have higher rates

than loans to more economically stable borrowers. These loans are known as sub-prime

mortgages and are perfectly legal. However, unscrupulous lenders can give illegally high

interest rates or add excessive fees, terms, and contingencies to the mortgages that

eventually makes them unaffordable. This becomes predatory lending and is illegal.

The illegality of predatory lending compels bankers to be creative in order to hide

what they are doing. Legislative actions taken within the last two decades have rendered

easily identifiable forms virtually extinct. Practices like issuing loans that are ostensibly

more than 10 points above comparable U.S. Treasury Notes and attaching balloon

payments to mortgages that are longer than five years are now rare (Connor).
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However, newer forms of this practice still abound. These include: Compelling

borrowers to refinance unnecessarily, upselling loans at terms so high that refinancing is

impossible, adding up ITont points, fees, or credit insurance without disclosure to the

borrower, splitting loans in two so that interest can be charged twice, and colluding with

brokers and insurers to limit the choices of prospective homebuyers (Connor).

Many of the problems with predatory lending can be traced to the historic

practices of redlining. Redlining was the practice by financial institutions of pinpointing

an area with a certain racial makeup and refusing to do business there. Many

municipalities ignored this practice for a long time and some even supported it (Wyly and

Holloway). In the latter part of the last century, both the federal government and

successive local governments have taken steps to eradicate this. However, the banks

which had previously refused to do business in these areas are now the same ones that are

responsible for extending credit there. They soon realized that it is more profitable to lend

to them at high interest rates than not lend to them at all. For these reasons, many of the

loans made to individuals in minority neighborhoods were made at sub-prime rates

regardless of the person's economic status or credit history (Connor). Since many of the

people in these areas are not privy to the nuances of financing, they become easy targets

for predatory lending.

In 2001, the Association for Community Organizations for Reform Now

(ACORN) conducted a study to see who gets targeted for predatory lending. They found

that 49.9 percent of refinance loans to African Americans nationally were from sub-prime

lenders. Another federal study found that 35 to 50 percent of sub-prime borrowers could

have qualified for prime loans (Karpovich). ACORN said that 34.4 and 17.7 percent of
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refinance loans to upper income Blacks and Latinos respectively, were from sub-prime

lenders. Said the chairwoman of ACORN, "we have a two tiered lending system, where

some neighborhoods get credit on fair terms, while our neighborhoods get ripped off.

There is something terribly wrong when higher cost loans are made in such a

concentrated way in our communities, even to borrowers with good credit" (Karpovich).

The cost of predatory lending to consumers nationally are staggering. Last year

the North Carolina-based Coalition for Responsible Lending (CRL) released a statement

that the practice costs Americans 9.1 billion dollars annually (C.F.S.L.R, Jul.31, 2001).

However, the cost of predatory lending goes deeper than the economic

implications. The ultimate tragic consequences of these predatory practices are

foreclosure. "Boarded up homes in low-income neighborhoods carry a social cost far

beyond the cost of the foreclosures themselves." The damage that predatory loans have

done to many families and communities is hard to overstate (C.F.S.L.R, Feb 27,2002).

Despite the extent of the problem, legislative efforts to curtail predatory lending

are always highly contested. Among the arguments against legislation is the complaint

that it will ultimately affect all sub-prime lenders and put a necessary segment of the

lending industry out of business. Critics argue that if these laws are enacted and credible

sub-prime lenders go insolvent, it will therefore lower the amount of available credit for

low-income borrowers. They also say if the amount of sub-prime lenders dwindles, it will

create scarcity in. that market. This will ultimately lead to the remaining sub-prime

lenders raising their rates, thus punishing all sub-prime consumers.

Some of the most damaging blows to predatory lenders might come from actions

that could hurt their business. HUD announced in 2001 that it will soon refuse to do
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business with firms found guilty of predatory lending. In 2002, Fannie Mae announced

that it will soon cease buying mortgages from firms that engage in this practice. Since

they provide much of the liquidity in the mortgage market, they hope this could become a

deterrent for these firms. However, there are other venues for firms to sell their mortgage

so it is not clear how much impact even this will have (Connor).

Another visible problem with these proposed laws is the fact that they are aimed

at federally insured banks. "The concern is probably misplaced since federally insured

banks are not typically predatory lenders, this activity being traditionally left to non​

depository licensed lenders" (Connor).

"While federal bank regulators typically only regulate depositories, state bank

regulators license and regulate those non-depository lenders who are the direct

participants in the predatory lending market. State regulation of predatory lending has the

potential to have a more significant impact on this activity than federal regulation.

Several states have recently enacted laws or proposed legislation dealing with predatory

lending" (Connor).

In 1999, North Carolina passed a revolutionary anti-predatory lending law. The

law targeted certain forms of financing for insurance premiums and excessive refinancing

and prepayment penalties that are prevalent in North Carolina. A 2002 review of the law

said that it saved North Carolina customers $100 million in its first year of

implementation. The study also proves it did so without forcing sub-prime lenders out of

the state and limiting low-income borrowers access to sub-prime credit (C.F.S.L.R Aug

28, 2002). This fact proves that it is possible to successfully regulate predatory lending
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and not adversely affect the credible sub-prime industry. In addition, the competitiveness

of the mortgage industry should prove the scarcity argument wrong.

In 2002, New York passed its own landmark anti-predatory lending law. This law

was heralded by many because it not only punishes guilty lenders, but it also forces

customers to return fees and cash advances they receive in connection to their mortgages

(Sah). This law is important in New York because it is not unusual for low-income

homeowner& to pay 35 to 50 percent of their income on housing and these people need

protecting (Scott). The success of this law and the North Carolina law allows them to

become blueprints for future statutes enacted by states.

With respect to municipal and federal mandates, civil action lawsuits may prove

to be the biggest deterrent to predatory lenders. Several large settlements have been

announced recently, forcing companies to rethink their practices. In 1999, Citigroup

reached a landmark $215 million settlement with the Federal Trade Commission to settle

predatory lending charges. Then in 2002, Household Finance Corporation shattered that

record by reaching a $484 million settlement in a class action suit filed in 50 States

accusing it of Predatory lending. Prior to reaching this settlement with the states,

Household had lost several smaller cases filed by ACORN forcing them to adopt some

changes to the way they do business (C.F.S.L.R Oct. 31, 2002).

However, not all of the actions taken have met with lasting success. Last year,

Georgia's governor strong-armed a huge anti-predatory lending law through the state

legislator. One month later, he was voted out of office. Opponents of the law then sprang

up from all sectors and have succeeded in having major components of it thrown out

(C.F.S.L.R Nov. 21,2002).
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Much of the arguments used to dismantle the Georgia law stemmed trom the issue

of pre-emption. Pre-emption is the constitutional rule that says federal laws take

precedence over similar or competing state laws. The opponents argued successfully that

federal anti-predatory laws rendered much of Georgia's law unconstitutional and

irrelevant (C.F.S.L.R Nov. 21, 2002). The federal government has easily identifiable

standards for predatory lending. Therefore states that come up with their own laws should

be able to compare them against federal rules in order to avoid complications with pre​

emption. Ideally, federal laws should provide the guidelines while municipal laws target

specific practices prevalent in that state.

No predatory lending legislation will ever be totally effective due to one fact; it is

a huge business. For instance, one suit filed against Household alone was estimated to

involve as much as $45 billion in loans (C.F.S.L.R May 22, 2002). Due to the lure of the

extra money that lenders can make via predatory financing, it is hard to imagine they will

simply cease issuing them. With the creativity of known predatory practices, as well as

ones yet to be discovered, it is highly unlikely that new laws will be able to effectively

eradicate this practice.
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