



Overview of COMM 620
The recent financial crisis must have generated a lot of reflection in our mind. What are the causes of the financial crises? Why financial crises happen again and again? How to manage our own businesses and investment in this volatile environment? In this course, we will understand finance as means to help real economic activities. This perspective will enable us to gain a very intuitive understanding of financial problems. In turn, our ability to do precise calculations in finance enables us to communicate our knowledge much easier.  
Any organisms or organizations need to make a fixed investment before earning a positive return. What types of fixed investment and how much to invest depend on the market demands. When the market size for a product or a service is large, a small number of large projects provide higher returns than a large number of small projects. Financial institutions and markets provide an effective way to increase the fixed investment of economic systems and have been instrumental in accelerating economic development in the past. 
Fifty years ago, dozens of small saw mills spread around Prince George. Over the years, the forestry industry in this region becomes dominated by only two companies: Canfor and West Fraser. Both companies are publicly traded. The concentration of business, with corresponding increase of fixed costs, lowers the average production cost and increases the industry’s capacity to market effectively, especially to overseas markets. 
Since building up required fixed assets takes time and effort, businesses and societies cannot respond to unexpected changes immediately. The necessity of fixed cost in businesses and economic systems is the most important reason why business and economic activities fluctuate, sometimes violently, over time. 

The fixed costs of production systems can be high or low. Lower fixed cost systems can respond more flexibly to unexpected changes. Hence they are less affected by business cycles. However, higher fixed cost systems have lower variable cost and hence have more significant scale economy than lower fixed cost systems. When the size of the economy is large, higher fixed cost systems provide higher rates of return. Therefore, companies or societies may choose to adopt higher fixed cost systems, despite their potentially higher instability. 

Higher fixed cost systems require a higher level of output to breakeven than lower fixed cost systems. When economic output shrinks, high fixed cost investments are affected more than low fixed cost systems. Since financing is intimately related to high fixed cost investments, an economic downturn is often manifested as a financial crisis. 

When the fixed costs in productions are high, it often takes longer time to recoup initial investments. Expected production time is often long. This increases the difficulty in forecasting, planning and capital budgeting. The recent financial crisis is mainly about long term mortgage securities. The values of long term securities and long term projects are especially sensitive to the change of interest rate and other market conditions. We should be especially careful in taking on long term projects. We should be especially careful in buying long term securities. 

The level of liability greatly affects the structure and incentives in production. There are a range of liability options from complete liability to limited liability. The level of liability is also affected by forms of financing and the nature of businesses. Broadly speaking, there are two forms of financing: Debt and equity. Debt financing has higher level of liability. At the same time, debt financing method has less dilution to ownership. Residential and commercial real estates are mainly tangible assets. Some businesses possess more tangible assets than others. Entities with high level of tangible assets are less subject to uncertainty. They are often financed by debts. 

Limited liability encourages risk taking and experimenting, which helps explore new potentials but also generate high level of waste and induce moral hazard. When the growth rate is high, financial institutions often issue equity financing, which provide greater upside potential than debt financing. 

Discount rate is the most important factor that affects production and consumption at individual level, firm level and society’s level. The level of discount rate reflects the level of downside risk. However, risk can be understood from different scopes. In larger systems, different risks often cancel each other. One party’s loss is often another party’s gain. In general, larger systems have lower risks. Individuals often incur highest borrowing rate. Firms have lower borrowing rates than individuals. Governments often have the lowest borrowing rates. While individual projects may have high risks, collectively, the overall risk can be low from the government’s perspective. If there is a potential for rapid economic growth, governments may lower the discount rate to stimulate growth.  Government can use taxation and redistribution to compensate the losers in a low discount rate environment, such as the general public as small depositors. But taxation and redistribution is always complex and difficult. That is why in most time of human history, discount rates are determined by the market at much higher rates instead of directed by government agencies, as they are today.      

Policymakers often warn the public against heavy borrowing. Yet they keep the interest rate low to stimulate the depressed economy. Suppose policymakers often warn the public against drug use. Yet they keep the drugs at very low cost to stimulate the depressed people. What would you think? Macroeconomics and microeconomics are generally taught in different courses. We will understand macro policies and micro behaviors together. 

What ultimately determines the fixed cost in an economy, the structure of liability and the discount rate? Evidence suggests that the most important factor is the amount of resources that we can utilize. When the resource becomes abundant due to new technologies that are used to utilize new forms of resources, economy expands and institutional structures adapt correspondingly. When the resources are depleted, economy shrinks and the evolved complex institutional structure either shrinks in parallel or collapses. 
Since around 1750, the development of the technology to use coal to make iron, together with other technical improvements, enables us to use coal and iron in ever greater scales. Later we developed technology to tap into oil and natural gas, the other fossil fuels. But fossil fuels are non renewable resources and have been seriously depleted over time. Many signs, such as high commodity prices, suggest the fossil fuel based industrial civilization has peaked. Because of the Northern weather and the late arrival of industrial civilization, Canada, especially Western Canada, is blessed with abundant unused natural resources among the wealthy countries. How resource scarcity at the global level and resource abundance at the regional level affect Canada’s financial institutions and other institutions? 
In the process of this course, various calculations on financial problems will help us gain deeper understanding on many issues we are all intuitively aware not are often neglected in public policy discussion.  The first is that decision making has long term consequences. The second is to determine the detailed relations among major factors in production and capital budgeting. The third is to analyze the conflicts and compromises of preferences between individuals and societies. 
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