Notes on Chapter 3
A basis point is 1/100 of a percent and is used for reporting small changes in interest rates. Bond prices typically are measured in points, equivalent to $1 on a $100 par value basis, while stock prices are measured by dollar and eight of a dollar.

· Coupon Rate is the nominal rate of return on a debt security.

                 Coupon Rate @ Par Value = Coupon

· Current Yield is the ratio of annual income to its market value.

                Current Yield = Annual Yield/Market Price of Security

· Approximate Yield to Maturity =  [annual interest payment + (principal payment – price of the bond / number of years to maturity)] / .6 (price of the bond) + .4 (principal payment)

Unlike the current yield, the yield to maturity considers the time of expected cash flows from a financial asset.

· Compounding interest rate—a lender or depositor of fund pays or earns interest on both principal amount of any fund owed and on accumulated interest.

Simple Interest    I = P x r x t

Compound Interest  = FV – P 

P = Principal, r = simple rate, t = time, FV = Future Value

· Add-On Rate of Interest—interest on a loan is calculated based on full amount owed. The interest owed is then added to the principal and divided by the number of payments to determine the size of each installment payment.

· Discounted Method—borrower pays interest on a loan up front and receives total loan amount less interest due.

· Annual Percentage Rate (APR), actual rate on a loan--reflecting all credit costs and adjusted for the declining amount owed on an installment loan. 

· Approximate APR = [2 x # of payment periods in a year x annual interest cost / (total # of loan payments + 1) x principal of the loan] x 100

· Annual Percentage Yield —APY = 100 [annual interest earned / daily average balance] 

