Chapter 27:  The Basic Tools of Finance
1. Finance is the field that studies how people make decisions regarding the allocation of resources over time and the handling of risk.

2. Present Value:  Measuring the Time Value of Money.

a. Money to day is more valuable than the same amount of money in the future.

b. The present value of any future sum of money is the amount of money today that would be needed to produce, using prevailing interest rates, a given future amount of money.
c. The future value is the amount of money in the future that an amount of money today will yield, given prevailing interest rates.

d. Compounding is the accumulation of a sum of money in, say, a bank account, where the interest earned remains in the account to earn additional interest in the future.

e. If r is the interest rate, then an amount X to be received in N years has present value of X/(1+r)N.

3. Managing Risk

a. Risk Aversion is exhibiting a dislike of uncertainty.

b. There are three things that risk aversion provides the starting point for in the economy.

i. Insurance

1. Adverse selection

2. Moral hazard

ii. Diversification is the reduction of risk achieved by replacing a single risk with a large number of smaller unrelated risks.

iii. Risk-return tradeoff

4. Asset Valuation

a. Fundamental analysis is the study of a company’s accounting statements and future prospects to determine its value.
b. Efficient markets hypothesis is the theory that asset prices reflect all publicly available information about the value of an asset.

i. The second piece to this hypothesis is that the equilibrium of supply and demand sets the market price.

ii. According to this theory, the stock market is informationally efficient:  it reflects all available information about the value of the asset in a rational way.

iii. Random walk is the path of a variable whose changes are impossible to predict.

