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CORPORATE FINANCE
Learning Outcome 3: ACTIVITY 2  
[bookmark: _GoBack]Capital asset pricing model

The capital asset pricing model (CAPM) provides a precise prediction of the relationship between the risk of an asset and its expected return.  CAPM allows us to identify an efficient portfolio of assets without prior knowledge of the expected return of each security.
The CAPM equation for the expected return is then:

Where  = the expected return on the capital asset,  = the risk free rate of interest (such as interest on government bonds),  = the market premium (the different between the expected market rate of return and the risk free rate of return. 

Individually, and then in pairs
Consider the following data:
	Beta of company X			=	1.15
	Yield of short-dated Treasury bills 	=	1.3%
	Equity risk premium			= 	3.5%
1) Calculate the required rate of return on the investment.
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