Adjusting cash flow for risk

PV(L+r,) = E(C) - b(Rm—T)
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E(C) - b(Rm— rf) cash flow that would be generated if the beta of cash flow
were 0

Adjusting the discount rate for risk

PV(L+r) = E(C)

=>
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Simplifying,

L+ 1)(E(C) - b(Rm—T1,)) = (L+ I, )E(C)

(@+1, + BRm—1,))(E(C) — bRm—r;)) = (1+ 1, )E(C)

(L+ E(C) + ARu—TE(C) — (1+ )B(Rm— 1) = AB(Rn—1;)* = (1+ 1;)E(C)
S(Rm—1,)E(C) = L+ 1,)b(Rm—1,) + SORm—I,)?

SE(C) = (L+1,)b + Ab(Rm— 1)
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