EQUATION SHEET
Principles of Finance
Exam 2

COST OF MONEY

Dollar return = (Dollar income) + (Capital gains)

= (Dollar income) + (Ending value — Beginning value)

Dollar return _ Dollar income + Capital gains

Yield=——— = —
Beginning value Beginning value

_ Dollar income + (Ending value - Beginning value)
Beginning value

Rate of return = r = Risk-free rate + Risk premium =r = rrr + RP

Rate ofreturn=r=rrr+ RP = rrr  +[DRP + LP + MRP]
[r* +IP] + [DRP + LP + MRP]

ITreasury = 'R + MRP = [r* + |P] + MRP

(In_terest rate) +(Interest rate) +.__+(Interest rate
Yieldonan _\ inYearl

in Year 2
n-year bond™ n -
Value of an asset= CFll " CFZ B CFn Z CF¢
(L+r) (1+r) (1+r) = (L+r)!

Valuation Concepts

General valuation model:

V,=PV of CF= CF11+-- +CF Z CF
(1+r) (2+r)" (1+r)

Bond Valuation:

1-—1
Bond _ INT INT+M _ (14, )N 1
Value ~ 'd~ it N = INT M
(I+rq) (I+rq) rd (I+rq)
INT INT M
= o+ +
(1+YTM)! @+Ytm)N @+ ytmyN
INT INT M
= +o+ +
(1+YTC) @a+yroN @+yro

f,=YTM=Bond ylelol_Current+Cap|taI gains _ INT Va1~ Vo
yield yield Vo Vo

in Year n )_R1+R2 +---+R,

Adjust rg, N, and INT if interest is
paid more than once per year.

YTM = Yield to maturity

YTC =Yield to call




Stock Valuation:

Stock 5 f)l Y
:VS:PO: .. _z
value (1”5) (1+r )* S @)
Constant growth stock: pg= Do(1*9) _
rs-9g rs-9
B, B,  DB+P b
Nonconstant growth stock: Py=-Ot-r -2t where P =k Seom)
(1+15)" (A1) (A+15) I's ~Onorm

s _ . (Dividend) , (Capitalgains)_ D1 _ (Di],[P-Py
rS—StockyleId—( yield )+( yield ) +g = {Po + A

Economic Average cost)_(Invested
value added == VA=EBITA-T)- [( of funds )X( capital )}

Risk and Rates of Return

n
Expected rate _ _

%f return =Prn+Prr, +..+ Prr, = Z Prr.
i=1

n
Variance = 52 = Z(r‘ -1)?Pr,

=1

n
Standard deviation = ¢ = \/G_ = Z (r —1)?Pr;

i=1

Estimatedo=s=

. _r Risk G
Coefficient of variation=CV = =—
Return r
N
fo = Wiy + Wl +..t Wyl =D Wi
J=i

N
Bp = Wiy + WP, +...+ WyBy :ZW,‘B]

L
Return = Risk-free return + Risk Premium = rre + RP

RP

RPinvestment

Return - rre
RPwm X Blnvestment

MNnvestment =  IRF + RPinvestment Capital asset pricing

= rrr + (RPwm)Binvestment model (CAPM)
= IRr + (M - IRF)Pinvestment

Onorm = normal, or
constant growth




