Assignment based on the movie Inside Job
Caution: 
· This assignment will be graded and will carry twice as much weight as a single quiz (i.e. this is worth two quizzes).
· Deadline to submit is December 3 (Mon.), 11:45 pm. I cannot and shall not accept a late submission.
· Submit your answers using the link called [image: https://moodle.concordia.ca/moodle/mod/assignment/icon.gif]Submit Inside Job assignment here. Due: Dec.3 (Worth 2 quizzes) on Moodle
Background:
Although the basic function of financial markets is straightforward – to match people who have money with people who need money – the way finance and Wall Street actually operate can get very complicated, and involves lot of jargons. The movie Inside Job however, does not involve very many new terms, and explains the recent global financial crisis nicely (even though some of the opinions in the movie may seem biased).
The terms Residential Mortgage Backed Securities (RMBS), and Collaterilized Debt Obligations (CDO)  (under chapter 9). Please review those slides.
are explained in the file “Subprime Mortgage Market and the Great Recession” available on your Moodle course page The term Credit default swap (CDS) is nicely explained in the movie “Inside Job” itself. The textbook chapters 13 and 14 also explains them in detail. However, you do NOT have to study chapters 13 and 14 before watching the movie.
Historically, banks that loaned money to home buyers kept those loans, and bore the risk of default. Thus, banks had an incentive to make sure borrowers repaid them. This is one reason why banks required a down-payment. It also is why they charged subprime borrowers higher rates. Over time, banks began bundling mortgage loans together into pools known as residential mortgage backed securities (RMBS). Large institutional investors, such as pension funds, bought these RMBS. Because the RMBS included a diverse pool of mortgage loans, they were deemed to be safe investments. The credit rating agencies gave these RMBS their highest ratings of “AAA.” Now, investors – not the lending banks – bore the risk of default. Next, banks began bundling these RMBS together in a second kind of pool known as collateralized debt obligations (CDO). The banks and rating agencies used complex computer models to determine what portion of a CDO could be labeled AAA. The rating agencies then gave AAA ratings to large portions of CDOs, even though the mortgage loans backing the CDOs were subprime. The fundamental reason behind giving these CDOs AAA ranking was the expectation that real estate prices would not decrease, and not all subprime borrowers can fail at the same time.
Subprime-backed CDOs were popular, because they had high credit ratings and paid high returns. The credit default swap (CDS) was a tool to enable banks and investors to bet on subprime RMBS and CDOs, even without actually owning any CDOs. CDSs were side bets on whether home borrowers would default. CDSs are one of a type of financial instrument known as derivatives, because their value is “derived” from the value of the underlying asset (in this case, home mortgage loans). Financial institutions used CDSs to place trillions of dollars of bets. The movie Inside Job clearly explains and illuminates this daisy chain of risk.

Answer the following questions precisely. Please try to be brief whenever possible.
Question 1:
The movie starts with a discussion of what happened in Iceland. After the crisis, there have been reactions in the financial, socio-cultural, and political sectors of Iceland. Watch the following video and list 2 changes that occurred in Iceland after their crisis.
http://watch.thecomedynetwork.ca/the-daily-show-with-jon-stewart/interviews-a-z/the-daily-show-with-jon-stewart---interviews-a/clip353989#clip545232

ANSWER: After the crisis, because the banks were run mostly by men, women decided to put the man out of the banks and take control themselves. Also the prime minister elected was a lesbian woman. All of this as a message saying “men are too dangerous with money”
Question 2:
Do you think events would have unfolded differently if the U.S. banks that made subprime loans had kept them instead of selling them? Be Brief. 
ANSWER: Yes, I think that if banks would have kept the subprime loans for themselves then the events would have probably never happened in the first place simply because banks would have never issued so many of this subprime mortgages because they know the risk involve in lending money to someone that can´t afford it and so they would have kept that market very controlled and small because if anything went wrong with those loans then the loss would be to the bank directly.
Question 3:
Discuss whether your educational institution should have a policy regarding conflicts of interest.  What do you think of the professors from Columbia and Harvard? Do you have any point to defend these professors (Note: Your instructor google searched but did not find any solid response by the professors yet,except for this one by your textbook author: http://blogs.ft.com/economistsforum/2010/10/the-economists-reply-to-the-inside-job/#axzz1osSTC4Zl)? 
In other words, do you think the financial crisis was a result of a flawed system or a bunch of corrupt people? Be Brief.
(Possible Resource: http://www.npr.org/templates/story/story.php?storyId=130272396)
NOTE: Google search might generate more resources for you.
ANSWER: Yes I think that my educational Institution should have a policy regarding conflicts of interest. I don’t think that because a professor works at Wall Street and was the creator of derivatives he should be dismissed from the school. I think that the educational institution should have at least a small bio for students to read and choose among their professor or at least be aware of the kind of work his instructor may be or have been part of to develop personal critic towards the course and filter information to his best knowledge. Regarding the professor from Columbia, it is a shame to see his lack of courage to accept at the least the conflict of interest and to defend himself with minimal arguments regarding details. In his case only judging by his behavior and comments on npr.org, regardless of his commitment to his field as an academic, his ambition and ego seem to have overcome his devotion for the subject of economics. 
Question 4:
How is it possible create AAA-rated CDOs from risky subprime mortgages? Be Brief (the file “Subprime Mortgage …” posted on Moodle shows how CDOs are created).
ANSWER: it is possible because firstly the creators are very optimistic, ambitious and creative financial designers that only see what they want to see. Secondly one may say that even though I have only subprime mortgages these doesn’t mean that all of those subprime mortgages will fail, meaning that there would be some liquidity out of these groups of mortgages which would be allocated to at least the first row of the CDOs so then these would have AAA rating. As said before, a lot of optimism. 
Question 5: 
Alan Greenspan appears throughout Inside Job. The film describes how Greenspan, as Federal Reserve chairman, led the deregulation and consolidation of the financial sector, beginning in the 1980s. One of the questions the film raises is about Greenspan’s ideology. In the film, Robert Gnaizda, former director of the Greenlining Institute, discusses a series of meetings in which Greenspan recognized the complexity of subprime mortgages but refused to regulate them. Gnaizda concluded, “It was clear he was stuck with his ideology.” 
What kind of ideology is the film talking about here? What are the benefits of this ideology? To what extent was Greenspan right? How was he wrong? Be Brief.
ANSWER: The ideology the film is referring to; is with concern of our field of studies, economics. Alan Greenspan’s believes that there should be none or very little government regulation in the markets because the market itself will get the optimal solution. Within the economic theory, this idea benefits the market because it allows the market to come up with the most efficient solution to any problem. However the economics theory is based on a perfect world and the human error factor or the externalities are corrected by the government. Greenspan was wrong because maybe he wanted to believe that the market will auto regulate itself which is the essence of his mistake; ambition, he was too ambitious to think that the market would actually auto regulate because he did not counted the ambition of all the individuals within the subprime mortgage market trying to yield the major profits regardless of the means, and his own personal ambition of trying to proof himself right.

Question 6:
Why is Wall Street compensation so high? Is it because Wall Street banks are creating so much value? If the big banks keep paying large bonuses even when they are making losses, and if big executives know that the losses will be borne ultimately by investors and taxpayers, what problem shall the financial system have? Be Brief.
ANSWERS: They are paying so high bonuses because they know that they need to stimulate and incentive every worker in the pyramid of these organizations to try and come up with ways to bring in the higher profits regardless of the means; not because they are creating so much value. These high rewards will make the workers on the lower part of the pyramid work harder and harder to reach those compensations that not only help the companies to bring higher profits to the higher elite part of the pyramid but also justify and relieve the workers for any doubtful activities they had to be part off in order to reach their goal. The financial system, because of their size and power know that they will not be let to fail they know that they are not the ones paying for any damage cause and so the only problem they are left with is –how to make the most profit out of it.

Question 7: 
The bonuses did not change much even after the crisis. In 2009, Wall Street firms had revenue of approximately $433 billion, and paid record compensation of $139 billion. The numbers for 2010 were about the same. Consider focusing on Citigroup as one example: Citigroup paid $5.3 billion of bonuses (Note that bonuses were extra payments, in addition to salaries.) in 2008 even though it lost more than $27 billion that year and had to be supported by the federal government with $45 billion of TARP funds. 
Why are Big banks and insurance companies saved by the government? Give a good reason (hint: “too big to fail:” see additional discussions in the chapter-9 slides posted on Moodle) and  a bad reson (hint: “It's a Wall Street government…”) . Be Brief.
ANSWER: The big banks and insurance companies were ultimately saved by the government because they simply couldn’t fail. They were in charge with the business of thousands of companies that depended on this banks for their day to day operations so if the bank didn’t had any money to lend to the companies these companies wouldn’t have cash flow to finance their day to day operations which would lead them to fail. They were in charge of the business of millions of citizens who had their accounts with them and if one would fail then the people would start to panic and cash-out their deposits and the chaos would begin. Also the insurance companies where so big with business all around the world that their failure would have possibly lead to major economic disasters around the globe. 
The bad part is that first, after the bailout, the banks were sassy and ironic enough not do what they were supposed to do with the money which was to get rid of the COD’s. Instead they paid huge amounts of bonuses to their employees and CEO’s. (Moral hazard)
Also now they know with major certainty that they can do whatever they want and because they are so big that the problem describe above will lead the government to bail them out not only due to the problem caused by their failure to the world economy but because most of the government financial bodies like the head of the treasury and financial departments; are ex Wall Street bankers. There is a potential conflict of interest situation because no one may ever know with certainty if the banks take that into part of the equation towards their risky and irresponsible activities different to maybe having someone like Carl Levin as the head of the treasury department.  

[bookmark: _GoBack]Question 8: 
If you combine the scenarios given in questions 6 and 7, you can easily see that the entire mechanism in the U.S. financial system seems flawed, with ample scope for moral hazard at the levels of management system of banks, regulation by the government and then crisis management by the government. List some possible ways to fix the system.  Be Brief (Note: You may take help from Dodd-Frank Act 2010).
ANSWER
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