Principles of Finance

Review Sheet—Exam 2
The exam will include multiple choice questions and problems. If you have worked and understand the end-of-chapter problems that were assigned, you should be able to work the problems on the exam. You should understand the topical areas given in the following list—the concept questions will be primarily based on these topics. 

· The Cost of Money—Chapter 5
· What is the yield on an investment, and how is it computed? 

· Understand how interest rates are determined in general and what factors affect interest rates. For example, if two companies are identical, except one has a greater chance of defaulting on its debt, the company with the higher chance of defaulting on its debt should have to pay a higher interest rate to borrow. Why is the interest rate higher?

· What are the basic risks that are included in the risk premium associated with a debt instrument? That is, what are DRP, LP, and MRP?

· Understand the term structure of interest rates and the theories that have been developed to help explain the shape of the yield curve. What is a yield curve?

· Be able to compute expected interest rates. The problems on the exam should be similar to those you were assigned in Chapter 5.

· Valuation Concepts—Chapters 6 and 7
· Understand the basic concept of valuation. In simple terms, the value of any asset is the present value of the future cash flows the asset is expected to generate.

· Be able to compute the value and the yield to maturity of a bond. 

· Understand what the yield to maturity (YTM) of a bond represents. 

· Understand the relationship between YTM and the coupon rate and the market value of a bond. For example, when the market rate, or YTM, is greater than the coupon rate a bond sells at a discount—that is, its price is less than its par value. Why? What part of the YTM is attributed to the current yield and what part is attributed to capital gains?

· Understand how bond prices change over time even if market interest rates remain constant. We know that the value of a bond must equal its face value at maturity (assuming no bankruptcy), so the value of a bond must move from its current price to its maturity value as time passes, all else equal.

· Be able to compute the value of a stock when there is (1) no growth, (2) constant growth, and (3) nonconstant growth.

· Understand the components that make up the required return earned on a stock—that is, dividend yield and capital gains.
· What is the dividend discount model? What are some other models/techniques that investors use to value stock?

· Know the different features/characteristics of stock and bonds.

· Risk and Rates of Return—Chapter 8
· What is risk and how do we measure it? How does the risk of an investment held in isolation differ from the risk of the same investment held in a portfolio? What is portfolio risk? How does risk affect rates of return?

· What is expected rate of return and how is it measured? What does it mean to have an expected rate of return equal to 20 percent?

· Why do we generally divide total risk into two components—systematic risk and unsystematic risk? Which component is diversifiable? 

· Understand the concept of beta and the Capital Asset Pricing Model (CAPM). Be able to compute required rates of return using the CAPM.

· Understand how factors like inflation and risk aversion affect rates of return.

