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‣ In the first two seminars, we’ve mainly covered 

‣ Bank essentials: balance sheet; how banks make money; measurements of banks’ performance 

‣ Bond essentials: interest rate; compounding; present value and future value 

‣ Today’s seminar will be a bridge between the first two seminars and Friday’s seminar, when we 
will talk extensively about derivatives
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Road Map



‣ Formal way of defining intra-year compounding 

‣ The present value of a multiple cash inflows
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More on Future Value and Present Value



‣ Net present value, is a measure of “is it a good deal?” 

‣ NPV is essentially all your future earnings discounted to today, minus all costs discounted to today 

‣ Positive NPV usually indicates good investment, because — well, why not?
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Net Present Value
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Some Very Important Algebra
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When Sequences Meet Infinity
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Present Value of Bond
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Growing Perpetuity
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The Present Value of Equity: Valuation of Common Stocks
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Exercises on NPV

• You can decide today to invest in a machine that costs £1600, paid regardless of the state of 
nature at the end of a year 

• At the end of year, the machine produces one unit of product, which is worth £300 or £100, with 
50-50 probability 

• The weighted average cost of capital (WACC) is 10% 

• What is the NPV today if the machine can be only used for one period?  

• What is the NPV today if the machine continues to produce forever and the price level stays the 
same forever?
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