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ABSTRACT

The subprime crisis originated from the rise of the default rate in the
U. S. subprime mortgage market, but the market share of subprime mort-
gage market is not very big, and the subprime defaults are not very high,
why the rise of subprime defaults produces serious consequences? Why
the subprime mortgage crisis becomes a financial crisis? What enlighten-
ment will be to us? This thesis analyzes these above issues deeply, com-
bines finance with economics, and applies the qualitative analysis and
quantitative analysis.

The thesis is composed of six parts except for introduction. In part
one this thesis presents the mortgage distribution channel and the U. S.
housing mortgage types, and then discusses the development of U. S.
Subprime mortgages and its reasons, finally analyzes the mechanism de-
sign of the U.S. subprime mortgages. Generally speaking, the main
differences between the subprime mortgages and the prime mortgages are ;
the borrower, the types of loans, and the ratio of mortgages value to the
property value. That’s to say, the risk of subprime mortgage loans is
higher than prime mortgage loans. But in fact, one more difference be-
tween subprime mortgages and prime mortgage is that the lending institu-
tions of subprime mortgage is essentially to expect the rise of housing
price, therefore, subprime mortgages are more dependent on the trend
of the housing price.

Since the credit derivatives of subprime mortgages are the epicenter
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of the crisis, and at the same time, it is because of the complexity,
opaque and the uncertain valuation of these credit derivatives that makes
the subprime crisis upgrade to financial crisis. Therefore, in part two,
the thesis analyses these derivatives systematically and deeply. Based on
systemic analysis, this thesis points out the significant differences of the
deal structure between subprime mortgage backed securities and prime
mortgage backed securities. Most prime mortgage-backed securities utilize
the six-pack structure; while most subprime mortgage backed securities
utilize excess spread/overcollateralization ( XS/0C) structure. XS/0C
structure means the strength of the credit enhancement will changes with
the collateral, if housing price rises, the borrower can refinance, and
subprime RMBS will go smoothly through the performance tests, if the
performance test fails, then mezzanine tranches of RMBS will be degrad-
ed. If credit downgrade happen, which will affect the performance of
CDO, and may even cause CDO default events. If the CDO investors buy
the contract of credit default swap, then this incident will also impact the
sellers of the credit default swap contract. This is a huge financial system
which based on the hypothesis of the rising house prices.

In part three, the outbreak and spread of the subprime crisis were
introduced. The rise of housing price slowed or fell led subprime defaults
rising, and the subprime lending institutions were facing a great loss. The
rise of subprime defaults still made the value of the collateral decline and
sparked the subprime RMBS downgraded, which made large losses to in-
vestors of the subprime related securities, some investors even went into
bankruptcy, the market liquidity squeezed, the subprime crisis upgra-
ded to financial crisis.

The U. S. subprime mortgage crisis provoked by the rise of subprime
mortgages default rate, the why the subprime mortgage defaults rate

would rise? In part four, this thesis discussed about the problem. This
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thesis argues the rise of the housing price stopped is the reason of sub-
prime mortgage defaults rate rising. In addition, in this part the thesis al-
so discussed the relationship between the securitization and the lower
credit standard. Finally, the thesis analyzed the underlying reason of the
subprime crisis from the Minsky’s financial fragility hypothesis. According
to the Minsky’ financial fragility hypothesis, the subprime crisis can be
attributed to the decline of the margin of safety. Due to the subprime
mortgage securitization is a new business in recent years, there hasn’t es-
tablished the statistical relationship between the borrower’s credit score
and the probability of repayment. What's more, a large part of the sub-
prime mortgages are without appropriate documents certifying the
borrower’s income and wealth and the employment situation. Therefore ,
in many cases, the score is false. Rating agencies decides the margin
safety of the securitized product.

But under the pressure of originators, rating agencies must make
priority securities as much as possible; otherwise originators can find oth-
er rating agency which will afford desirable margin safety. This shows the
securitization process implied declined safety margin. So when the exter-
nal environment changes, the crisis will occur inevitably.

In part five, the thesis analyzed reasons of the spread and diffusion
of the subprime crisis from the angles of the vicious circle caused by fall-
ing house prices, the error ratings and large-scale downgrade made by
rating agencies, the uncertainty of valuations and opaque and the
deleveraged.

In part six, the thesis analyzed the enlightenment of the subprime
crisis to us. Because of the direct reason of subprime crisis is the house
price falling, so the first enlightenment of the U. S. subprime mortgage
crisis to us is that we must be vigilant on the real estate bubble. Second-

ly, this thesis summarized the practice of the asset securitization in Chi-
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na and put forward some views on its future development. If turn the hori-
zon to the borrower, we can find it is the inequity of income and wealth
that leads the various new financial innovation, and finally incurs the
subprime crisis, therefore, another enlightenment of the subprime crisis
to us is that the economic development is unsustainable and unstable, if
the economic development can only benefit few people instead of the pub-
lic, especially the first floor populace.

The U. S. subprime mortgage crisis is a recent event, and it is be-
lieved that the crisis is more serious than the Great Depression. After the
stock market crash in 1929, America had suffered great economic de-
pression for ten years, and the economy came out of recession until the
Second World War broke out. Therefore, it seems that the crisis is over,
but the recovery may be a smoke signal. It is the gain of government drop-
ping money from helicopters. If some deep problems cannot be solved,
the crisis will happen again. In the discussion of Causes of the subprime
crisis, the common view is that securitization is the culprit, but most of
the literatures in China were from the aspects of the asymmetry informa-
tion. However, the moral hazard and adverse selection problems pro-
duced by securitization could not explain why the lenders in this crisis,
suffered huge losses. The thesis concludes that securitization really played
an important role in crisis, but the problem of securitization is not only
the information asymmetry problem. In 2005, we formally decided to
commence the trial work of MBS, the thesis analysed causes of subprime
crisis, and emphasized the relation between the crisis and securitiza-
tion. This thesis contributes to more comprehensive knowledge of securiti-
zation, the new financial innovation tools. Therefore, this topic has cer-
tain theoretical and practical significance.

The performance of subprime mortgage and related subprime securi-

ties is very sensitive to housing price, and the direct cause of the sub-
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prime crisis is the falling housing price, so we must be alert to the real
estate bubble. The economic development is uneven in China. In eastern
region the level of the economic development is higher, while in central
and western regions the economic development is relatively backward. The
land price and labor cost in different region are not the same, so the
housing building cost in different regions is not the same. This thesis ana-
lyzes the level of housing bubble and the reason of high housing price in
China from perspective of regions. The thesis concludes that reasons of
high housing price may be the stong demand, or the real estate develop-
ment enterprises storing up land. For different region, the reson of high
housing prices is not the same. In addition, the low income is the reason
of high housing price. At present in China, it is viewed that the over-
priced land price, real estate development enterprises storing up land
and houses, and the high profit in real estate industry, are the reasons
of high housing price. Most people ignore the low income level of resident
can also lead to higher housing price relatively. So the author views that
to increase the income of resident can dissolve the potential risk behind
in Chinese real estate industry.

The subprime crisis mainly stems from the rise of subprime default
rate, and the reasons of subprime default rate are housing price, and
subprime mortgage borrower being unable to pay for month. Therefore, it
can be said that income inequality is another fundamental reason of sub-
prime crisis. Through the expansion of credit supply and developed finan-
cial markets, the problem of the contradiction between the residents’ lim-
ited consuming capacity and surplus production capacity caused by in-
come inequality is solved, but the supply of credit expansion can not be
solved thoroughly. There exists the same conflict between overproduction
and residents’ limited consuming capacity in China, by large amount of

exportation the insufficient effective demand is temporarily solved. Similar
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to United States, export can not solve the problem fundamentally. In or-
der to solve this problem thoroughly, we need to narrow the income gap
between urban households, rural households, urban households and ru-
ral households, greatly improve the disposable income of low-income
class. The thesis thinks that China can implement the last employer plans
to narrow income differences, and improve the income of bottom people,
these measures can solve the problem of the insufficient effective con-

sumption demand which restricts our economic development.
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