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Chapter 16: Understanding Financial Management and Securities Markets


Section 16.1 The Role of Finance and the Financial Manager

	Title
	Source
	Length
	Slides

	Risk/Return Tradeoff
	YouTube: Finance 360
	3:44
	5, 6



Synopsis: Financial managers must balance risk against reward as they consider whether an opportunity for profit is worth risking the potential for loss.

Video 1: https://youtu.be/ejpc9JS1GAw 

As the Corning situation described in Section 16.1 demonstrates, financial managers are required to assess an opportunity for profit compared to the potential for loss. 

In finance, another way to call profit is return.  Likewise, risk is another way think about the potential for either a complete loss, or a return on investment that is less than an expected level of return. 

As you will note in the video, a basic principle in finance is called the risk-return trade-off.  This term essentially means that the higher the risk, the greater the return that is required to offset the risk. But, as the video explains, just because there is a greater risk, there is no guarantee of a greater reward.

After watching the video, which provided a real-life illustration from the 2008 financial crisis, what might you think would be some similar examples that could be made from the negative economic consequences of the global COVID-19 pandemic?

Section 16.2 How Organizations Use Funds

	Title
	Source
	Length
	Slides

	What is Inventory Management?
	YouTube: Fishbowl
	3:48
	8, 9, 10

	Amazon Inventory Management
	YouTube: David Altshul
	2:17
	



Synopsis: Inventory management requires an effective combination of financial and operational expertise to ensure revenue is greater than expenditures.

Video 2: https://youtu.be/sl5zEPRkp0U 
Video 3: https://youtu.be/zERrqLFotSY 

As stated in Section 16.2, the cost of inventory includes its purchase price, plus ordering, handling, storage, interest, and insurance costs. Watch the first video for a brief summary of the various components of the inventory management process.  Hopefully you will note from watching this first video all the areas where managers must decide how best to use organizational funds to achieve successful movement and management of inventory, including investments in systems, machinery and staff.

Next, view the second video which showcases one of Amazon’s warehouses. Although this video is a few years old, it does display a balance of both human and non-human touchpoints along the way to getting a package out the door.  Which processes do you think must be manual, or could this warehouse become 100% automated at some point?  

One fascinating aspect of the “SLAM” line described in the video is the ability of Amazon’s computerized labeling and shipping apparatus to know the anticipated package weight, and thus detect the likelihood of pulling the wrong item since the package apparently had an incorrect weight.  Was there anything else about Amazon’s inventory and shipping procedure that seemed interesting or unusual to you?

Section 16.4 Raising Long-Term Financing
Section 16.5 Equity Financing

	Title
	Source
	Length
	Slides

	Understanding Debt vs Equity Financing
	YouTube: Bond Street
	5:19
	15



Synopsis: There are two main ways to finance a business venture, debt and equity.  What are the advantages and disadvantages to each method?

Video 4: https://youtu.be/23Cg4X0caq8 

Business ventures of course need capital to get them open and rolling, and often later to help the enterprise stay in business if incoming revenue is insufficient.  Additionally, opportunities to expand the business may need financing at some level to fund this growth.  The two main ways to finance are debt and equity.  

The material in Section 16.5 explains that equity refers to the owners’ investment in the business. In the corporate ownership structure, stockholders are the owners. The three options for equity financing are via selling new ownership shares (external financing), by retaining earnings (internal financing), or for small and growing firms, this often is through venture capital (external financing). 

Debt, on the other hand is not about ownership in the business, although funds borrowed could be secured by assets owned by the business.  As the Section discusses, one advantage of debt financing is the tax deductibility of interest. But the major advantage is that unlike equity, with debt financing there is no loss of ownership. 

However, there is also one major drawback: If the business is unable to pay interest and principal payments on schedule, the lender can force a borrower that fails to make scheduled debt payments into bankruptcy. 

View the video and consider taking notes so that you may confidently explain the key pros and cons for management to use debt versus equity to obtain financing.  (Hint: Debt is something that is owed, and Equity is something that is owned).

Section 16.6 Securities Markets

	Title
	Source
	Length
	Slides

	Bonds vs Stocks
	Khan Academy
	9:20
	18, 19



Synopsis: What are the key differences between stocks and bonds?

Video 5: https://youtu.be/rs1md3e4aYU

As described in Section 16.6, stocks, bonds, and other securities trade in securities markets.  But what exactly is a stock and what is a bond?

Similarly to debt and equity financing, as discussed in prior Sections,16.4 and 16.5, a stock is about ownership, and a bond is about debt, so it is essentially a loan. Both stocks and bonds fall under the category of securities, but they impact a business’s financial standing in very different ways.

Watch the Khan Academy video after going back to Sections,16.4 and 16.5 to review that content, and then re-read Section 16.6.  Can you explain the distinctions between a primary and a secondary market for stocks?  (Hint: primary = new, as in an Initial Public Offering (IPO), and secondary = used, or already issued).  Remember: stocks are also called equities because the buyer receives a part ownership in that company.

Are you able to identify the key features of bonds that distinguish their investment potential from equities (stocks)?  What about the different kinds of bonds, such as corporate, municipal and particularly government bonds?  U.S. government bonds are considered to probably have the lowest risk of most bonds, whereas “junk” bonds would have the highest.  What would be some of the reasons why companies would issue “junk” bonds, and what would also be the main motivating factor for buyers to consider purchasing them, despite the higher risk?

	Title
	Source
	Length
	Slides

	Trading Places
	YouTube: wKw
	6:35
	20, 21



Synopsis: Investors make money when they buy low and sell high. In Trading Places, Louis Winthorpe III. and  Billy Ray Valentine sell high and then buy low. Either way, they make a lot of money.

Video 6: https://youtu.be/RLySXTIBS3c

It starts with some insider information. Winthorpe and Valentine steal a report that will cause the price of orange juice to fall, and replace it with a report that says OJ prices will rise. They do this because they know their enemies, the Duke brothers, will trade on the phony report.
Moving to the big scene, the Duke brothers, through their trader, starts buying OJ futures. Then everyone buys. The value skyrockets.
Once the price gets to a high point, and the whole market thinks the price will only go up, Winthorpe calls out a promise to sell OJ at that high price in the future. Essentially he is making a bet that the price will fall. (He knows it will because he’s read the report.)
Basically, he buys a lot of orange juice for very cheap, and sell it for a lot of money. The Dukes didn’t.
What are the ethical considerations of using "inside information" for the Duke brothers and Winthorpe and Valentine?
Should individual investors consider investing in speculative commodity futures?
Section 16.7 Buying and Selling at Securities Exchanges

	Title
	Source
	Length
	Slides

	Margin Call
	Movie Clips
	3:47
	24, 25



Synopsis: Margin Call tells the story of a roughly 24-hour period at a fictional investment bank on the eve of the 2008 financial collapse. In a sequence of events that mirrors what really must have happened at several real-world banks, a lowly junior analyst discovers that his firm’s dangerously high risk exposure to mortgage-backed securities could bankrupt the entire company and alarm bells ring right up the chain of command in an effort to avert disaster before it’s too late.

Video 7: https://youtu.be/v4P4cS5jKmQ

Margin Call examines the thoughts and motivations of individuals, instead of lumping everyone responsible for the disaster into some monolithic, single-minded group. Even when the CEO of the film’s fictional bank makes the decision to sell all the company’s toxic assets, an act that sets in motion the complete collapse of the entire American financial system, it's an understandable and difficult, choice. What else can the CEO do? If he doesn’t sell first and start the catastrophe, someone else will. The outcome is inevitable. 
That is the conundrum of what economists call a collective action problem. If no individual person or firm’s actions can make a difference, the only reasonable thing to do is assume everyone else will follow their most selfish (and possibly destructive) instincts. Everyone has an incentive to follow the worst path they suspect others of also doing so. This explains not only why bubbles burst, but also why they build up in the first place. 
Why did the investment banks start packaging and selling huge amounts of the mortgage-backed securities that eventually triggered the crisis? 
What ethical actions could one of the traders taken? What would the consequences have been?
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