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Purpose 

This is a role play designed to explain the mechanics of the 2008-2009 financial crisis. It is based on “The 

Big Short” by Michael Lewis. 

Cast of Characters (in order of appearance) 

Retail 
Banker  

A bank, like Citibank or Bank of America, or a mortgage originator like Countrywide, 
that lends money to people to buy property, or extends home equity loans 

Depositor People who deposit money into a bank to be loaned out 

Borrower Someone who borrows money to buy a house  

Investment 
Banker 

A firm like Goldman Sachs or Morgan Stanley that provides investment services to 
large institutions. 

Subprime 
Borrower 

A borrower with poor credit  

Rater A firm like Standard and Poors or Moody’s that rates the risk of default of financial 
securities  

Insurer A company like AIG that insures against default of financial securities (it pays when the 
issuer of the security goes bust) 

Pension 
Fund 

An organization that invests the retirement savings of individuals 

Hedge Fund A firm that invests others’ capital to try to generate profits. They typically take 20% of 
the profits they generate 

Quant A quantitative analyst: someone who analyzes the numbers for investments 
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Act 1. In a Retail Bank. The Mortgage 

Scene 1. Taking Deposits 

Retail 
Banker (RB) 

I have one dollar. I’m going to start a bank. Would you like to deposit your money in 
my bank? I will keep it safe, and you can have it any time you want. 

Depositors 
(all of you!) 

Yes. We’d like you to keep our money safe. Here’s $1 from me…and me… (Retail 
Banker collects $10) 

RB Thank you!  

Borrower 1 
(B1) 

I hate my room-mates! I would really like to buy my own house. But houses cost $11, 
and I only have $1. I’m sad. 

RB Excuse me, Miss. Would you like to borrow $10 to buy your own house? 

B1 Yes, please!  

RB OK, I’ll lend you $10 but you will have to pay back a total of $15 over thirty years. 
That’s 50c a year. 

B1 Sure! Where do I sign? 

RB Sign here! (Takes signed piece of paper). Thank you. Here’s your $10. I now have a 
piece of paper—a contract—in which you promise to pay me 50c a year for 30 years.  
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Act 1. Scene 2. Offloading The Mortgage 

Retail 
Banker (RB) 

I’m sad, and I’m bored. I only have $1. People want to borrow money from me to buy 
houses, but I’ve loaned out all my money. I have to wait 30 years to get it all back. I 
guess I’ll have to go out and play golf. 

Investment 
Banker 1 

Excuse me! I think I can help you out. I’ll buy that piece of paper from you. Then you’ll 
have the money you need. 

RB That sounds great, Miss Goldman. How much will you give me?  

IB1 I’ll give you $12 

RB But it’s worth $15! 

IB1 But you’ll have to wait 30 years for your $15. I’ll give you $12 cash now. You can use it 
to make more loans, and you’ll have made 20% return on your $10 loan. 

RB OK, you make a good point. It’s a deal! 

IB1 Here’s $12. 

RB And here’s your piece of paper [the mortgage contract]. Thank you! 
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Act 1. Scene 3. Originating and Offloading More Mortgages 

RB I’m excited! I just turned $10 into $12 in just a few minutes. And I have no risk. If the 
borrower doesn’t pay it’s not my problem. It’s that dumb investment banker’s 
problem! Let’s make some more loans.  

RB  (to Borrower 2) Excuse me. Would you like to buy a house? I’ll give you $10 if you pay 
back $15 over 30 years, or only 50c/year. 

Borrower 2 Sure.  

RB Here’s $10. 

B2 Thanks. Here’s the mortgage promising to pay 50c a year. (RB collects piece of paper) 

IB1 I’ll pay you $12 for that loan too 

RB Sold! This is awesome. More easy money. Let’s do it again. 

RB (to borrower 3) Would you like to buy a house? 

Subprime 
Borrower 
(SPB) 

No thanks. I can’t afford it! 

RB Says who? I’ll lend you $10. 

SPB But I can’t afford the payments. 

RB How about I offer you two years interest only? After two years you can refinance. All 
you have to do is promise to pay me back $15 total over 30 years. 

SPB It’s a deal. 

RB Here’s your $10. Congratulations. You’re a homeowner! 

B3 Here’s your mortgage contract with the promise to pay 50c per year on average. 

IB1 I’ll buy that mortgage for $11, because it’s a bit more risky. 

RB Sold! Isn’t life great! I’m making fast money with no risk. I’m going to do this forever!  
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Act 2. Scene 1. At the Investment Bank. Securitization: Creating Mortgage Bonds 

IB2 We’ve bought 100 mortgages from the bank, for about $12 each: a total of $1200. 
We’re going to sell them for $1800 and make a huge profit!  

IB1 How? 

IB2 There are a lot of people looking for higher interest right now. I’m going to securitize 
these mortgages. That is, I’m going to turn the mortgages into securities (bonds), and 
sell them to investors. [A bond is a piece of paper that promises to pay the holder a 
certain interest rate and to return the invested principal at the end of the bond’s life] 

IB1 How will you turn mortgages into bonds? 

IB2 Each mortgage generates income of 50c a year, so my 100 mortgages produce $50 a 
year. I’m going to use that $50 to pay interest 

IB1 How will that work? 

IB2 I’m going to create two types of bonds: $1500 worth of bonds paying 2% interest and 
$300 worth paying 4% interest [note: the securities are thus divided into two tranches]. 
The high-interest bonds will carry a higher risk: those are the ones we’ll stop paying 
out on first if we have a lot of defaults. We’ll pay out $30 in interest a year for the 
$1500 worth of 2% bonds and $12 in interest a year for the $300 worth of 4% bonds. 
That’s a total of $42 a year in interest. We have cash flow of $50 a year, so we have $8 
a year left over to cover the expected number of defaults. 

IB1 But what if lots of people default on their mortgages? People who buy your bonds will 
lose their money. 

IB2 I’ll sell insurance on the bonds, just like we do on corporate bonds. 

IB1 And investors will worry about the risk too. 

IB2 I agree. We’ll have to get the ratings agencies to bless these bonds. Leave it to me. 
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Act 3. Scene 1. At the Rating Agency.  

IB2 Hi Mr. S&P. We have some more bonds that we need you to rate for us. 

Rater (R) What’s the risk? 

IB2 These are as safe as IBM—safer!  The cash comes from a pool of 100 mortgages, and 
we can pay the interest even if a chunk of the mortgages default. So the US housing 
market would have to implode before there was a risk. Even so, we’ve created two 
tranches of bonds: those with no risk and those that bear a tiny little risk.  

R Ha ha! House prices haven’t fallen in 70 years. I’ll rate the low risk babies AAA. But I’ll 
make the higher risk ones BBB. 

IB2 You’re hard, but fair. Here’s your fee. 

R It’s a pleasure doing business with you. Come back soon. 

 

Act 4. Scene 1. At the Insurance Company. Creating a Credit Default Swap 

IB2 Hi Mr. AIG. Would you like to make some easy money? 

Insurer (IN) Hello Mr. Goldman. I’m listening. 

IB2 I’m creating these mortgage bonds, which pay interest derived from mortgage 
payments, and some of our customers will want bond insurance. 

IN What’s the risk? 

IB2 Practically zero. We have a pool of 100 mortgages, which pay us $50 a year and we 
only need to pay investors $42 a year in interest. So we’d have to have a huge default 
rate before we had a problem. That has never happened in the whole history of the 
US. We just got a AAA rating from S&P for one tranche and BBB for the other. We need 
insurance for some ultra-cautious investors, who want a way to swap the risk of credit 
default for cash payments. Let’s call it a Credit Default Swap. 

IN OK, I’m in. We’ll create a contract called a CDS. Since the risk is so low, I’ll charge 0.5% 
a year to insure the $1500 of low-risk bonds and agree to pay the face value if there’s 
a credit default. I’ll charge 2% to insure the higher-risk bonds. That means in total I’ll 
charge $7.50+$6=$13.50 a year to insure the $1800 worth of bonds.  

IB2 It’s a deal. Here’s your $13.50 for the first year’s premiums.  

IN And here are your Credit Default Swaps. 

IB2 This is money for nothing for you. I wish we were a AAA rated insurance company. 
You’ll be able to buy a Lamborghini with your bonus! 

IN It’s a pleasure doing business with you. Come back soon. 

Note: The Credit Default Swap is a derivative. The underlying asset is the mortgage bond. 
The value of the CDS is derived from the value of the mortgage bonds. If the mortgage 
bonds default, the CDS is worth 100. If they don’t, it is worth zero. 
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Act 5. Scene 1. At an Irish Pension Fund. Selling the Mortgage-Backed Securities to Investors 

IB2 Hi Mr. Pension Fund. You look depressed. 

Pension 
Fund (PF) 

I am. My job is to invest the savings of all these people for retirement. But the 
government is paying a lousy 1% interest, so the money is not growing very fast. 

IB2 How would you like to make double or quadruple that interest? 

PF How? I’m not allowed to take much risk with investors’ money. 

IB2 We have these bonds backed by mortgages. They pay 2% and they’re AAA rated. 

PF AAA rated? 

IB2 Yes, they’re safe as houses! 

PF OK. I’ll take $1500 face value of the AAA rated bonds that pay 2%.  

IB2 Certainly Sir! That will be $1500 for the bonds plus $30 for my 2% commission.  

PF Here you are. Bring me more when you have them. 

 

Act 6. Scene 1. At the Hedge Fund: The Big Short 

Hedge Fund 
Manager 

These mortgage backed securities are soon going to be worthless. 

Quant 
(analyst) 

Yes, according to my calculations people will default as soon as house prices stop 
rising. But how can we profit from that?  

Investment 
Banker 

Excuse me, guys. I have the solution to your problem: a Credit Default Swap. They’ll 
cost you .5% a year of face value, and pay out face value if the securities default. For 
$5 a year you can buy insurance on $1000 worth of mortgage-backed securities.  

HFM Oh my God, I can’t believe how beautiful this is! $5 down to get $1000 is what I call a 
Big Short. (Note: a short is where you bet something will go down in value). OK, I’ll buy 
Credit Default Swaps on $1500 of mortgage backed securities. 

IB2 OK. That will be $7.50 for the first year’s premium plus $30 for my 2% commission. 

HFM Here you are. Come back soon! (Investment Banker leaves) 

Quant We are going to get rich. But who’s going to get hurt? 

HFM Anyone holding the securities will see their investments go to zero. And whoever is 
selling these Credit Default Swaps is going to get killed. 

Quant This market is so big that when it goes down it will change the world. 
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Act 7. Scene 1. Back at the Investment Bank 

IB1 How did it go? 

IB2 Let’s see. I paid $1200 for 100 mortgages. I sold $1500 worth of mortgage bonds. 
That’s a $300 profit, or a 25% return, and I haven’t even sold the $300 of higher-risk 
bonds yet. I also made $30 in commissions for the bonds and $30 on the Credit Default 
Swaps. AND I’m the middle man for trading the bonds and the Credit Default Swaps, so 
every time someone wants to trade I make another 2% commission risk-free.  

IB1 That’s not bad! But what are you going to do with those $300 worth of higher-risk 
bonds? 

IB2 I have an awesome idea. Let’s combine 100 of them. So instead of a pool of 100 
mortgages we’ll have a pool of 100 mortgage bonds. By the same reasoning as before, 
the underlying bonds won’t all default at once, so the ratings agencies will give them a 
AAA rating. And they’ll be paying 4% interest. People will eat them up! We’ll call them 
Collateralized Debt Obligations (CDOs).  We’ll end up earning more money for no cash 
outlay, plus commission on every trade. 

IB1 You are my God!  

IB2 What could possibly go wrong?  
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Other Observations 

 Instead of $10 a mortgage, think $0.5 million. Instead of 100 mortgages, think 10 million. Then 

you can multiply all the numbers in this example by 5,000,000,000 i.e. 5 billion 

 A credit derivative is a wager, or bet, on whether or not someone will default.  

 Lehman, Citi and other held subprime mortgage securities, instead of selling them on to 

investors.  

 When banks are insolvent, they stop lending, which means small businesses have trouble 

getting working capital, so they may fail, throwing people out of work. 

 Leverage: CDS provided huge leverage. For example, AIG was charging 0.12% on some AAA-

rated tranches. So you could bet against $100 Million by paying premiums of only $120,000 a 

year. 

 Securitization: 

o Created different interest rates and maturities 

o Used Special Purpose Vehicles. Each security was its own little firm, separate from the 

bank 

 Derivatives: 

o How much is it worth? You have to “mark to market” i.e. adjust its value each day. But 

what is the value of a credit derivative if the underlying bond has not defaulted? The 

value should increase if the bond is more likely to default. 

 What is the social utility of Wall St? If people create securities simply to bet, and the winnings of 

one always equal the loss of the other, is there any benefit? 

 Federal agencies started the mortgage securities market—Fannie, Freddie, Ginnie Mae—but 

their loans had to conform to certain standards 

 Many of these securities were used for home equity lines of credit, not just mortgages 

 Efficiency: complex securities meant the prices were debatable, which left more room for Wall 

St to manipulate them 

 Liquidity: ease of selling. You need to be able to sell something to get your money back. 

 Credit Default Swap was key to shorting the subprime mortgage bonds 

o Prices were 20-50bp for AAA, up to 200 bp for BBB (one bp is 1/100th of 1 percent) 

o Prices were based on rating agency ratings, not actual risk! 

 Dusseldorf was buying CDS risk 

 AIG FP was not a bank, so did not have to deal with regulators or hold reserves 

 Goldman needed people to buy CDS’s so they could get the cash flow to create synthetic CDOs 

 Low/no doc loans: many were fraudulent 

o FICO ratings were flawed 

 Crappy loans were cheaper! 

 Cornwall Capital’s strategy was to buy deep out of the money options 

 Wall St was highly leveraged. That means it had much more debt than cash. The ratios: 

o Bear Stearns was 40:1 

o Merrill Lynch 32:1 
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o Morgan Stanley and Citibank were  33:1 

 Merrill Lynch lost $55 billion in subprime CDOs 

 Citibank lost $60 Billion 

 Total losses were estimated at $1 Trillion  

 Government bailout saved the banks and AIG from bankruptcy 

Backup Data 

The CDS market is still very active. According to the International Swaps and Derivatives Association 

(ISDA), the notional value of trades in one week in November 2010 was over $1 Trillion.  
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