Avoid the Evil Clutches of Predatory Lenders

By Gary Schero

While the vast majority of lenders who offer home mortgages and home equity lines of credit operate by the rules, the mortgage industry has a few bad apples just like any other profession. The term “predatory lenders” applies to these bad actors. 

As the Fannie Mae Foundation points out, a predatory lender may be a large company with a name you know or it may be a small company or a loan broker you’ve never heard of. Most often, predatory lenders prey on low- and moderate-income people, minorities, new immigrants and the elderly. But other people are victimized by predatory lenders as well, so don’t assume you won’t be targeted just because you’re not in one of these population groups.

One of the favored tactics of predatory lenders is called “flipping,” which involves repeated financing of the same home, with promises of lower monthly payments. This results in high revenues from points and fees for the lender but provides no benefit to the borrower. Predatory lenders who engage in flipping fail to tell consumers that they will pay more money over the course of the loan than if they didn’t refinance. So while this may seem like a good solution if you’re in a temporary financial bind, flipping can lead to a long-term financial disaster. Predatory lenders also often misrepresent the terms and conditions of a loan. 

Predatory lenders lure homebuyers and homeowners into loans that:

•  Carry high interest rates that aren’t justified by the level of risk involved.

•  Require payment of excessive points without lowering the interest rate.

•  Involve excessive fees and tack on unnecessary cost, such as prepaid single-premium credit life insurance or club memberships.

•  Offer loans based solely on the equity in a home even when it is clear that the borrower’s income is not adequate to repay the loan.

•  Involve extended prepayment penalties that trap borrowers into high-interest loans.

Common Misconceptions 

According to Fannie Mae’s 2002 National Housing Survey, many Americans have misconceptions about the mortgage process that make them vulnerable to predatory lending practices. For example, the survey showed that:

• 39 percent of all adults did not know that lenders are not required by law to give homebuyers the best possible loan rates. If you’re in this group, you’re obviously apt to believe an unscrupulous lender who swears he/she is giving you “the best rate possible” even when that isn’t true.  

•  31 percent did not know that consumers do not need to have a perfect credit rating to quality for a mortgage. If you’re in this group, you may be susceptible to predatory lenders who tell you they’re willing to help you out even though your credit rating isn’t great. They may also assure you that no other lender will work with you because of your bad credit rating.

•  44 percent did not know that buyers can qualify to purchase a home with less than 20 percent down. Here again, a predatory lender will try to convince you that they’re doing you a huge favor by offering a loan to someone who can’t make a 20 percent down payment. Naturally, the loan offered has a high interest rate. The truth is that many legitimate lenders now provide loans to borrowers who don’t have a 20 percent down payment. 

To help fight predatory lenders, the Texas Association of Realtors® and Fannie Mae joined together last year on a campaign called Borrow with Confidence. The campaign involves providing training to Realtors® about flexible mortgage products that address barriers many borrowers face, such as a lack of down payment funds, blemished credit and major debt. Participating Realtors also have access to a list of lenders who offer mortgage products tailored for different situations, and local counseling agencies that help borrowers who may need additional help preparing themselves for the home buying process. 

Being well informed about mortgages and appropriate lending practices is your best defense against predatory lenders. Next week I’ll talk more about things you can do to make sure the loan you’re getting is not more than you bargained for in terms of its costs.  
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