
IFM Spring 2020 
Business Finance 
Final Exam Study Guide (in Week 12 during normal class time) 
 
Financial Leverage and Operating Leverage 
- Know the different between financial leverage and operating leverage 
- Know the definition of both 
- Know what happens with break-even point probability of financial distress as a firm takes 
on more debt and/or increases the proportion of fixed costs  

Capital Investment Decisions (Cash Flow Estimation, Risk Uncertainty, Cost of Capital) 

- Know how to compute a firm’s WACC given proportion of debt and equity financing, 
stock’s beta, risk- free rate, expected return on the market, cost of debt before taxes and tax 
rate. 
- Know how to compute the cost of debt given what the bonds are selling for today, annual 
coupon rate, face value and years left to maturity  
- know how to compute the required rate of return on a company’s stock given its’ current 
market price, last dividend paid, and expected growth rate in dividends, using constant 
growth model 
- know why we use after-tax cost of debt when computing WACC and not before-tax cost of 
debt 
- know the meaning of the number you get for WACC  
- know how to estimate the change in cash revenue a project will produce if accepted 
- know how to estimate the change in cash expenses a project will produce if accepted 
- know how to estimate operating cash flow for a project given dollar amount of change in 
revenue that it will produce, dollar amount of change in expenses, dollar amount of 
depreciation, and tax rate. 
- know whether interest expense is included in the calculation of operating cash flows for 
capital budgeting purposes and why 
- know whether depreciation is included in the calculation of operating cash flows for capital 
budgeting purposes and why  

Capital Budgeting Investment Evaluation Criteria (Net Present Value, Payback, IRR) 

- Know how to compute payback and discounted payback for a project given its annual cash 
flows 
- Know how to compute NPV and IRR for a project given its annual cash flows 
- Know the relationship between IRR and NPV 
- Know how to decide on whether to accept or to reject a project based on payback and NPV 
- Know some of the shortcomings of payback method 
- Know the meaning of the number you get as answers to NPV and payback 
 
Time Value of Money 
- Know how to compute the present value of a single amount given years  
- Know the definition of intrinsic (fair) value 
- Know how to compute the constant monthly payment on a bank loan if given interest rate, 
loan duration and loan amount 
- know how to compute future value of a deposit given the account’s rate, initial deposit 
amount and number of years the deposit will sit in the account 



BEING ABLE TO DO THE ABOVE IMPLIES THAT YOU KNOW HOW TO DO 
THE FOLLOWING: 

Characterizing and Estimating Risk and Return 

- Know how to compute arithmetic average return on an asset (for example a stock based on 
historical adjusted closing price) 
- Know how to choose between two assets of equal expected return and different standard 
deviation 
- Know how to choose between two assets of unequal expected return and equal standard 
deviation  
- Know what risk means in the context of this class 
- Know the two sources of return for someone investing in a common stock  
 
 
Time Value of Money Annuities, Perpetuities 
- Know the definition of a perpetuity 
- know the definition of an annuity 
- know how to compute present value of a perpetuity 
- know how to compute present value of an annuity 
 
Stocks and Bonds 
- know the characteristics of common stocks (dividends, current market price, par value, etc) 
- know the characteristics of bonds (coupons, current market price, face value, etc) 
 
Valuing Bonds 
- Relationship between bond yields and coupon rates 
- Finding a fair price for a bond given its coupon rate (annual or semiannual), years left to 
maturity, face value and current market yields on similar types of bonds 
- Finding a YTM (yield to maturity) of a bond given its price, years left to maturity, face 
value and coupon rate (annual or semiannual) 
- Deciding on whether to buy or sell a bond based on an estimate of its fair value and its 
current market price (expressed either in dollars or a % of its face value) 
 
Valuing Stocks 
- Finding the fair (intrinsic) value of common stock using the constant growth model with 
required rate of return, last dividend paid and expected growth rate given 
- Finding the fair (intrinsic) value of common stock with expected growth equal to 0% and 
required rate of return and last dividend paid given 
- Finding the required rate of return of equity if given expected growth rate, last dividend 
paid and current market price 
- Deciding on whether to buy or sell a common based on an estimate of its fair value and its 
current market price 


