
 

 

 

 

www.LionTutors.com 

 

ECON 102 Brown – Final Exam – Supplement on In-Class Videos 

Crisis of Credit 

• http://www.youtube.com/watch?v=bx_LWm6_6tA 

• Higher risk = Higher potential returns – if you want to increase the potential returns of your investments, 

you need to take on more risk 

• Banks make money by loaning money and earning interest on those loans – banks were able to increase 

the interest rates they were charging by making loans to riskier customers 

o When an individual stops making payments on their mortgage, their house is foreclosed and the 

bank gets the house 

o Until the recent housing market crash, the value of homes had pretty much always gone up so 

banks didn’t mind foreclosing on mortgages and getting the houses 

▪ They just resold the house and made even more money 

o Since the banks and investors were making money making loans to high risk individuals, they 

made more and more loans to high risk individuals 

o As more and more houses were foreclosed, the supply of houses increased and the value of the 

houses started to decrease 

o The value of homes decreased so much due to the increased supply from all of the foreclosures 

that the value of people’s houses fell below the amount they owed on their mortgage 

▪ This caused people who could afford to pay their mortgage to stop paying and abandon 

their houses because they owed more on the house than it was worth 

▪ This caused even more forecloses and increased the supply of houses even more 

o Now the investors were losing money and the credit crisis occurred  

• A big problem was that the market gave investors the incentive to take on too much risk – the structure 

was setup where one group could make loans to people they knew probably wouldn’t be able to pay the 

loans and then they would sell the loans to someone else 

o Since there was essentially almost always someone else to pass the risk onto, passing around the 

risk essentially became a game of hot potato 

o Organizations like Fannie Mae and Freddie Mac offered insurance against risk, which 

compounded the problem 

o Foreign investors kept buying up all of the bad loans thinking they were safe investments so the 

banks kept making bad loans until the housing market eventually crashed 

 

 

 

http://www.youtube.com/watch?v=bx_LWm6_6tA


Video on Incentives 

• Incentives don’t always work as intended – monetary incentives tend to work better for low-skill, menial 

tasks than higher level jobs 

o It is possible that people in higher level jobs value things like autonomy, mastery, and purpose 

more than income 

o Some workplaces have tried letting employees come up with their own ideas and work on 

developing them once a week 

• Profit motive vs. Purpose motive – people are not 100% motivated by profit 

o At times we need to come up with more creative ways to incentivize people 

 

Game Theory Video 

• Game show contestants were each given the choice to either Split or Steal $100,000 

o Both pick split – each gets $50,000 

o One picks split and the other picks steal – the stealer gets all $100,000 and the splitter gets $0 

o Both pick steal – no one gets any money 

• Demonstrates strategic dependence – contestants have to predict the other person’s choice before 

making their choice 

o Your profit depends on the other person’s choice 

 


