Exam 3 Study Sheet

Chapter 12

1. Know the four primary factors that influence capital structure decisions (p. 464-465)

2. Understand the concept of Business Risk and the seven factors that influence Business Risk (p. 466-468)

a. Understand ROIC and how it is calculated (p 466)

b. Know how standard deviation is used to measure business risk

3. Understand the concept of Operating Leverage and Operating Breakeven  (p. 468-471)

a. Know how to use the Breakeven equation to solve for units needed to breakeven (p 470, Eq. 12-1a)

b. Understand why some industries can employ higher levels of fixed costs (e.g. utilities) while other industries can not (e.g. retail) 

4.  Understand the concept of Financial Risk (p 472-476)

a. Know how the use of financial leverage affects the cost of debt (k d)

b. Know how the use of financial leverage will increase Expected Return

c. Know how the use of financial leverage will increase Risk

5. Understand Optimal Capital Structure theory:

a. How WACC is affected by changes in the use of debt (p 478)

b. How the cost of equity is affected by changes in the use of debt  (p 480)

c. Know how to employ the Hamada Equation and understand unlevered and levered Beta (p 480-481)

6. Understand how corporate and business tax rates affect capital structure decisions

Chapter 5 

7. Understand and be able to calculate a basic rate of return (p. 169)

8. Understand the following concepts:

a. Risk (p. 170)

b. Stand-Alone Risk (p. 170)

c. Probability Distribution (p. 171)

d. Risk Aversion (p. 179)

e. Risk Premium (p. 195)

f. Diversifiable Risk (p. 187-188)

g. Market Risk/Relevant Risk (p. 187-189)

9. Understand and be able to Calculate Expected Return (p. 172)

10. Understand and be able to Calculate Standard Deviation (p. 175)

11. Be able to calculate Coefficient of Variation and know what it tells us (p. 178)

12. Be able to calculate Required Rates of Return using CAPM (p. 198)  

13. Understand the concept of Correlation and how it relates to portfolio risk and diversification (p. 182-187)

14. Become very familiar with the theory behind Beta (p. 189-194)

Chapter 7

15. Know the main characteristics of bonds (p. 267-270):

a. Par Value

b. Coupon Rate

c. Maturity Date

d. Call Provision

e. Sinking Fund

f. Convertible Bond

g. Warrant

h. Putable, Income, and Indexed Bonds

16. Understand the following concepts:

a. Current Yield (CY) (p. 275)

b. Capital Gain Yield (p. 275)

c. Discount and Premium Bonds (p. 275-276 - numbered list)

d. How changes in market interest rates affect bond prices (p. 275-276 - numbered list)

e. Yield to Maturity (YTM) and how to calculate it (p. 277-278)

f. Yield to Call (YTC) and how to calculate it (p. 278-279)

g. Current Yield (CY) and how to calculate it (p. 279-280)

h. Interest Rate Risk (p. 282)

i. Reinvestment Rate Risk (p. 283-284)

Chapter 8

17. Know the following terms:
a. Proxy (p. 307)

b. Primary & Secondary Markets (p. 309-310)

c. IPO (p. 310)

d. Dividend Yield (p. 315)

e. Capital Gain Yield (p. 315)

f. Preferred Stock (p. 343-345)

18. Understand the following Stock Valuation models and how to use them:

g. Constant Growth Model  (p. 316-319)

h. Supernormal (non-constant) growth (p. 322-325)
Cumulative Section

19. Remember the following key course concepts:

a. Goal of a publicly owner firm

b. The reasons why a firm would choose to organize as a corporation

c. The effects of the discount rate on a series of cash flows

d. The steps in the capital budgeting process

e. All about WACC

f. How to judge if a project should be taken on (IRR vs WACC)

g. Why NPV is the best measure of a project’s prospective adoption

Finance Problems:

1. Be able to work problem 12-8, 12-9, 12-14

2. Be able to work problems: 5-11, 5-21

3. Be able to work problems: 7-8, 7-15

4. Be able to work problem: 8-19 (parts a-e)

5. Be able to calculate WACC, Time Zero expense, cash flows and terminal value, and then calculate NPV and IRR for a set of proposed projects (Cumulative Review Problem)  

