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Subprime mortgages come in all shapes and sizes. The one factor that's generally consistent across the board is that the interest rate will be higher than the prime rate established by the Federal Reserve. The prime rate is what lenders charge people with good credit ratings. 
One of the more common subprime loans has an adjustable-rate mortgage (ARM) attached. ARMs have become increasingly popular in recent years due to their initial low monthly payments and low interest rates. Introductory rates for ARMS typically last two or three years. The rate is then adjusted every six to 12 months and can increase by as much as 50 percent or more. If you hear about a 2/28 or a 3/27 ARM, the first number refers to the number of years at the introductory rate, the second to the remaining period of the loan with the fluctuating rate.
Interest-only options are also often attached to subprime ARMs. Let's look at a 2/28 interest-only ARM. This loan allows you to pay only on the interest during the two year introductory period at a lower set rate. After that, the full amount of the loan is recalculated over the remaining 28 years with a new rate.  According to Bankrate.com, the difference in the monthly payments on a 2/28 interest-only subprime ARM can be dramatic:

	
	Loan
	Rate
	Monthly payment

	First two years
	$200,000
	7%
	$1,330.60

	Third year
	$200,000
	11%
	$1,822.48


As you can see, it's likely when the introductory period runs out that you'll be in store for a much higher monthly payment. While it's possible to refinance after this period, the current leveling of appreciation values in the U.S. housing market has made it difficult to gain much ground. It's also important to remember that every time you refinance, you must pay a new set of closing costs to your lender.
Subprime loans often have a prepayment penalty included in the terms. This means that if you're able to pay the loan off early, you must pay extra fees.
They may also have a balloon payment attached. This is when the remainder of the loan is due after the introductory period in one lump sum. Borrowers generally plan on refinancing at this point, but this isn't always possible. Even if it is, you can end up with much higher rates.
There are other factors aside from your credit score that decide whether or not you fit into the category of subprime. According to MSN Money, your potential loan may be subprime if you have:
· Missed any credit payments in the past three years 

· Declared bankruptcy in the last seven years 

· Consistently overdrawn your bank account​ 

· Defaulted on any credit 

· Previously been foreclosed on or have repossessions in your history 

· Consistently been late on your bills or have had utilities shut off 
It's also important to remember that your credit is affected by anything you have co-signed with another person. People who get divorced are often surprised to find out that their former ​spouse​ has defaulted on loans that ruin your credit score.
Subprime Mortgage Crisis
The large number of defaults and foreclosures on subprime mortgages since 2006 has led to what some call a subprime mortgage crisis: 2.2 million subprime loans in recent years have ended or will end in foreclosure at a loss of $164 billion. And it's not over yet. An estimated one in five subprime mortgages will fail in the next two years.

The blame for the crisis is shared among several factors. Many mortgage brokers steered their clients toward loans they couldn't afford. Previously, when someone wanted a loan, he or she would go directly to the bank.  More and more, people are going to mortgage brokers to act as the go-between. The result is an industry that isn't directly accountable when a loan goes bad. Mortgage brokers don't suffer any penalty when a loan they drafted is defaulted, so there isn't much incentive to turn down applicants in this commission-based industry.
The unemployment rate is also a factor in the crisis. Midwestern states hit hard by auto industry layoffs rank among the highest in foreclosures.  Many people were counting on being able to refinance to make their loan affordable, but slowing appreciation rates in the housing market have made it difficult or impossible. Once the introductory period on the subprime loans ran out, the new payments were more than many could handle.
The borrowers also must bear some responsibility. It's common for someone looking to get into the housing market to overstate his or her income to secure a loan.
Another ugly facet of the subprime crisis is the assertion that many lenders exploited minorities in the rush to get rich. The Home Mortgage Disclosure Act (HMDA) of 1975 made it mandatory for lenders to maintain and disclose data in relation to their loans. In recent years HMDA numbers vary wildly across racial lines. Black and Hispanic borrowers are more likely to have a subprime loan than Caucasians. In fact, in 2006, there was a difference of 36 percent, with 53 percent of blacks having subprime mortgages compared to only 17 percent for Caucasians. In addition, a 2006 study by the Center for Responsible Lending (CRL) found that when credit risk was equal, blacks were still 31 percent to 34 percent more likely to receive a higher rate than Caucasians. In July 2007, the NAACP filed a lawsuit against 14 leading subprime lenders for practicing "systematic, institutionalized racism in making home mortgage loans." The suit is based in part on the CRL study.
1. Answer the questions below.
(a) What is a subprime mortgage loan?
(b) Is a subprime loan a good idea for borrowers with good credit?
(c) What is an interest-only loan? Why would investors like interest-only loans?  Why would young first-time home buyers like interest-only loans?  What are the risks associated with interest only loans?
(d) What is the subprime mortgage crisis?

(e) What is predatory lending?
2. In a $131,250 subprime loan with a 3/27 ARM, the initial interest rate is 8% and it will remain 8% for three years; at the end of the first three years it will increase to 12%.  By how much will the monthly payment increase after the third year when the rate increases? (Assume this is not an interest-only loan.)  What would the increase be in an interest-only loan?  What would the present value of the loan be in each of the two scenarios above?
	
	Regular 3/27 ARM
	Interest-only 3/27 ARM

	Original Payment
	
	

	Interest @ 8%
	
	

	Principal
	
	

	Present Value after 3 years
	
	

	Payment after 3rd year
	
	

	Increase in payment
	
	


3. Suppose the home value depreciated 14.5% per year during the first three years of the loan.  (This is a pretty close estimate of the actual drop in median home values in the Detroit area over the past three years.)  Compare the value of the home to the outstanding balance of the loan.  (Use the Regular 3/27 ARM numbers.)  What would you do if faced with this scenario, continue to pay the mortgage or default on the loan?

4. In a $251,750 subprime loan with a 2/28 ARM, the initial interest rate is 7% and it will remain 7% for three years; at the end of the first three years it will increase to 11%.  By how much will the monthly payment increase after the 2nd year when the rate increases? (Assume this is not an interest-only loan.)  What would the increase be in an interest-only loan?  What would the present value of the loan be in each of the two scenarios above?

	
	Regular 2/28 ARM
	Interest-only 2/28 ARM

	Original Payment
	
	

	Interest @ 7%
	
	

	Principal
	
	

	Present Value after 2 years
	
	

	Payment after  2nd year
	
	

	Increase in payment
	
	


5. Suppose the home value depreciated 3.5% per year during the first two years of the loan.  Compare the value of the home to the outstanding balance of the loan.  (Use the Regular 2/28 ARM numbers.)  What would you do if faced with this scenario, continue to pay the mortgage or default on the loan?[image: image1][image: image2][image: image3]
