
Sublimed Subprime 
What is the big deal with subprime mort-

gages? How have we gotten to the point where 
multi-billion dollar hedge funds have totally 
collapsed? How could foreign banks have been 
so severely affected by American mortgages? 
Why have the economies of Mexico, India, Ice-
land and Latvia been hit? What does any of 
this mean to you?  

Remember the Disney song “It’s a Small 
World?”  Well, it is. The markets are global. I 
have been asked to increase foreign investment 
exposure in some portfolios, and I wonder 
why. Think of the companies you think of as 
domestic but are based overseas. Toyota, 
Honda, GSK, Nestle’, Canon, RBC Centura, 
and so on. These companies derive a lion’s 
share of their sales and earnings here in the 
good old USofA. What about domestic compa-
nies like Microsoft, Intel, GM, and so on? These 
companies are truly multinational. What hap-
pens here does not stay here. It spreads around 
the globe. 

That is also true with nonprime loans—
subprime has such a bad name now that the 
lenders now refer to such loans as nonprime. 
(Did someone contact the marketing depart-
ment?) But what are subprime mortgages? 
Subprime actually refers to the creditworthi-
ness of the borrower. The other classifications 

of borrowers are Prime and Alt A. Prime bor-
rowers are perceived as a low credit risk due to 
their income, available assets, and credit his-
tory. Alt A is the next level down. They may 
have a shaky income history, but have good 
credit and available assets. Subprime borrow-
ers have low income, poor credit history, and 
little or no financial assets. 

Because of the likelihood of default among 
subprime borrowers, they will only be able to 
borrow at the highest rates. For that reason, ad-
justable rate mortgages (ARM) were the most 
popular among subprime borrowers. Worse, 
the most popular ARMs were of the “2 and 28” 
variety. These loans would have a low teaser 
rate the first two years and then reset at base 
rate plus a predetermined percentage. Let’s say 
the loan teaser rate is 3%, and the rest is tied to 
the T-bill rate (currently 3.89%) plus 5%. When 
that loan resets, the borrower’s new rate is 
8.89%. The reset on a $100,000 mortgage would 
take the principal and interest payment from 
$421 per month to $797. That could be tough 
for a subprime borrower to handle.  

These mortgages have been bundled into 
packages known as Residential Mortgage 
Backed Securities (RMBS). The RMBS are then 
broken into parts (tranches) and assigned risk 
ratings from AAA down to BBB-. The parts are 
then sold to investors. The tranches are set up 
so that the BBB– tranche holders absorb all de-
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faults until that tranche is 
used up. Then defaults are as-
signed up the chain.  This pro-
gression is designed to protect 
the AAA tranche. Most of us 
would only have exposure to 
the AAA tranche which is 
bought by insurance compa-
nies and pension funds. 

The lowest rated tranche is 
typically  acquired by Collat-
eralized Debt Obligations 
(CDO). A CDO is a debt secu-
rity managed by one com-
pany. The CDO is then broken 
into tranches with a similar 
structure to a RMBS. When 
you get down to the BBB– 
tranche of a CDO, you do not 
have much. How can an in-
vestor justify the risk?  

Even a AAA CDO has a cer-
tain smell to it. We are truly in 
the cesspool of debt instru-
ments. It has a high yield 
which is great as long as the 
underlying borrowers can 
pay. But the CDO have lost 
much of the diversity they 
had just a few years ago  (e.g., 
airplane leases, railroad car 
loans). The glut of subprime 
RMBS has made them the pre-
dominant investment in CDO.  

Talk about a train wreck 
waiting to happen! As long as 
interest rates stayed low and 
housing prices kept rising 
there was no problem. Of 
course, if frogs had wings …. 

Well, wouldn’t you know it, 
things changed. Interest rates 
rose, and housing prices have 
moderated.  

So who was buying those 
RMBS and CDO? Hedge funds 
looking for higher yield in a 
low yield environment were 
one group of buyers. They 
would then use the instru-
ments as collateral for further 
borrowing, often buying more 
RMBS and CDO. Is it surpris-
ing that we have seen a num-
ber of hedge funds fold up? 
Don’t you wish you could 
have participated in the sink-
ing of the Titanic? 

What about the foreign 
banks? Well, who do you 
think was lending money to 
and investing in the hedge 
funds? Banks have yield 
needs, too.  

What could possibly be hap-
pening in Mexico and India 
that would tie in with sub-
prime mortgages? Wal-Mart 
de Mexico had a 2% same-
store  decline in sales in July 
(year-over-year). There was 
one less Saturday in July this 
year, but some believe that the 
slowdown in construction here 
has resulted in less dollars 
flowing back to Mexico. India, 
on the other hand, has been 
hurt by the decrease in US 
mortgage loan processing. Re-
member all the jobs that were 

outsourced to India? 

As for Iceland and Latvia, 
they have had there own sub-
prime issues resulting from 
cheap credit. The recent tight-
ening of credit and rising rates  
are having a negative effect on 
the growth of those econo-
mies. 

So, what does this mean to 
you? Probably not very much. 
Are we headed for a reces-
sion? Maybe. Maybe, not. The 
global economy is still pretty 
strong. Please remember that 
markets do not grow straight 
up. They tend to overheat and 
then need a while to cool 
down. We are probably enter-
ing a cooling off period. 
Could it turn into a recession? 
Sure, if credit stays unjustifia-
bly tight. We will just have to 
see how this plays out. That is, 
unless someone returns the 
crystal ball that disappeared 
from my office. 


