Background on SUBPRIME MORTGAGE LOSSES

Ques: What is Subprime Mortgage?

Ans: First of all, we need to understand what “sub prime” means. By dictionary, “Subprime” is an adjective relating to or for people with a poor credit rating. Simply says, if you never clear your credit card balance monthly, you have a poor credit rating. People with poor credit rating are disqualified to apply for conventional mortgage or loan application because they have higher risks of non-payment of loan instalment due to their poor credit history.

Banks cleverly came out with a special type of loan for these people with poor credit rating. This loan or mortgage is called “Subprime Mortgage” or “Subprime Loan”.


Ques: Why Banks Want Subprime Mortgage?

Ans: Interesting question to understand here is why banks (sub prime lenders) want to lend money to those who have bad credit history? They may not even be able to payback the same to bank. But still, why they want to do that? 
Yes, you got it. It is all related to money. The banks are greedy and they want to earn more. 
The main reason behind granting loans to sub prime borrower was banks anticipation that the value of the property will rise. Further, as the prices of property will increase, they will increase the mortgage interest rate (higher than the conventional loan). As a consequence, they’ll be able to earn more with the higher mortgage interest rate and just in case the borrowers can’t continue the payment, they still can sell the houses with higher value due to the property appreciation and recover the loan granted.

To further reduce the risks and to get more loans (earn more money by loan interest), the banks reframed all mortgages into an investment product and sold it to financial institutions in all over the world. Important here is that the investment product was sold all over the globe and not just in U.S. (now you can understand why the crisis in U.S, impacted the global economy)
Important to note here is that the mortgage now does not only remains between banks and sub prime borrowers but also involves all the financial institutions globaly. 
Financial institutions invested in this risky product just for the reason that they believed that property value will go up.

Ques: What happen to sub prime borrowers?

Ans: Subprime borrowers bought houses just for one reason i.e. expecting capital appreciation. Further they thought that they can rent out their house with higher value or they can sell the house with higher value and gain from the deal. All the debts they previously had can be easily paid off.
And because of sheer increase in house prices in the past few years, paying back the loan would not be a problem at all.
Can you see that? Everybody wins! There was a WIN WIN situation! Borrowers, banks and financial institutions are eating the same cheese (Cheese here means capital appreciation, interest and capital appreciation respectively) happily and the cheese is “property appreciation”. Yummy, yummy!

Ques: When and Why Crisis Happened?

Ans: Everybody was enjoying the same cheese, just think of it what will happen when the cheese is gone? It is where the Crisis happened. 
When the house or property values drops, the cheese is gone. WIN WIN situation is now transformed to LOOSE LOOSE situation.

Every one of us is aware of Economics Rule that Demand and Price have inverse relationship i.e. when demand is more price increase and vice versa.

Same way the demand for houses was more than supply (everyone wants to buy house), the property values increased like anything. Until one day, when it became much more expensive to borrow, consequently less people could afford to buy a house. As there were not as many buyers, the real estate market begins to cool down and house prices began to fall.

When the house prices started falling, the sub prime borrowers started suffering. Not only they were unable to pay their existing debt, they were stuck paying a much larger mortgage payment. This caused many of these borrowers in making a default in loan payment.

So for the financial institutions, they were going to lose their money that they had invested because the borrowers were unable to pay the loan. 
On the other hand, banks faced a very big problem because they relied on the financial institutions to invest in the pool of mortgages investment product. Financial institutions no longer remained interested to invest and did not trust the bank anymore.
If no one wants want to buy them, where will the banks get the money to offer the loans?

Banks also suffered from the loss due to those borrowers who failed to repay the loan. As a result, the banks increased the mortgage interest rate mitigate the loss and anticipating that borrowers can pay more. 
Sadly, the impact was opposite which further deteriorated the entire scenario. More and more borrowers failed to pay their monthly loan payment due to the hiked interest rate.
As a consequence Crisis happened! Global economies took a downturn affecting everyone more or less!

Conclusion

Subprime crisis happened because everyone anticipated the appreciation in property value over time. 
The economy now is no longer as simple as was 30 years ago where we could predict the future with certain accuracy. Future is getting harder and harder to be predicted for the coming years. What is next is really unknown…
