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E(R;) = R¢ + B;[E(Ry) — R{]
E(R,) =expectedreturnon an asset i
R; = risk-free rate
B, = beta of asset |; a measure of systematic risk

E(R,,) =expected return on the market portfolio that
contains all assets

E(Rm) = Rs
= Market risk premium, a measure of the excess

return of the market portfolio over the risk-free
rate
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E(r)=4%+1/2x6% +(-0/3)x(-0/7%)=13/3% @i,
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R =E(R)+ B...GDP + IR +¢

R; = Excess return for security /

Bspp = Factor sensitivity for GDP

B, = Factor sensitivity for Interest Rate
e;= Firm specific events



(APT) 31 3 3T (5 105" Caosd Jio S

IFC IRAN FINANCIAL CENTER

v Example Suppose two factor Portfolio 1, 2,

E‘[ ’{ ] = 10° a, E‘ 7.;.' ]-’ 12%
v Risk-free rate~4%
» Consider a well-diversified portfolio A ,with beta on the two factors

B=05; ;=075
v Multuifactor APT states that the overall risk premium on portfolio A

musl equal the sum ol the risk premiums required as
compensation for each source of systematic risk

» Total risk premium on the portfolio A
BulE(1)-17)* B (Bl )-13)
=0 5F(10%—42%)+0 75%(12% —4% )= 9%

» Total return on the portfolio A: 9%+ 4%=13%
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