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Corporate Finance Formula Sheet

Corporate finance formula sheet is an essential resource for students, professionals, and anyone involved in
financial analysis, investment decisions, or corporate management. This comprehensive collection of formulas
serves as a quick reference guide to the fundamental calculations that underpin financial decision-making in the
corporate world. Whether you're preparing for exams, working on financial modeling, or analyzing company
performance, having a well-organized formula sheet can enhance accuracy and efficiency. In this article, we will
explore key categories of corporate finance formulas, including valuation metrics, cost of capital, capital
budgeting, leverage ratios, and financial ratios. We'll also provide practical explanations and examples to help you
understand how to apply these formulas effectively.

Understanding the Basics of Corporate Finance

Corporate finance revolves around the management of a company's resources to maximize shareholder value. It
involves decisions related to investment, financing, and dividends. The core goal is to optimize the company's
capital structure, evaluate investment opportunities, and maintain financial health. A solid grasp of essential
formulas allows finance professionals to perform valuations, analyze risk, and make informed strategic decisions.

Key Categories of Corporate Finance Formulas

The corporate finance formula sheet can be broadly categorized into the following sections: - Valuation Formulas -
Cost of Capital - Capital Budgeting Techniques - Leverage and Debt Ratios - Financial Ratios and Metrics Let's delve
into each section.

Valuation Formulas

Valuation formulas are fundamental for determining the worth of a company, project, or asset. They help investors
and managers make informed decisions about investments and acquisitions.

1. Present Value (PV)
The PV formula calculates the current worth of a future sum of money or stream of cash flows given a specified
rate of return. \[ PV = \frac{FV}{(1 + r)^n} \] Where: - \(FV\) = Future value - \(r\) = Discount rate (interest rate) -
\(n\) = Number of periods

2. Net Present Value (NPV)
NPV assesses the profitability of an investment by subtracting the initial investment from the present value of
expected cash inflows. \[ NPV = \sum_{t=1}^{n} \frac{CF_t}{(1 + r)^t} - C_0 \] Where: - \(CF_t\) = Cash flow in
period \(t\) - \(r\) = Discount rate - \(C_0\) = Initial investment

3. Internal Rate of Return (IRR)
IRR is the discount rate that makes the NPV of all cash flows zero. \[ 0 = \sum_{t=1}^{n} \frac{CF_t}{(1 +
IRR)^t} - C_0 \] It's often solved via iterative methods or financial calculators.



4. Valuation of a Perpetuity
Used for valuing infinite streams of cash flows that are expected to continue forever. \[ PV = \frac{C}{r} \] Where:
- \(C\) = Cash flow per period - \(r\) = Discount rate

5. Valuation of a Growing Perpetuity
When cash flows grow at a constant rate \(g\): \[ PV = \frac{C_1}{r - g} \] Where: - \(C_1\) = Cash flow in the first
period

Cost of Capital

The cost of capital represents the company's required return to finance its assets, critical for investment appraisal
and valuation.

1. Weighted Average Cost of Capital (WACC)
WACC combines the costs of equity and debt, weighted by their proportions in the firm's capital structure. \[ WACC
= \frac{E}{V} \times r_e + \frac{D}{V} \times r_d \times (1 - T_c) \] Where: - \(E\) = Market value of equity - \(D\)
= Market value of debt - \(V = E + D\) = Total value of capital - \(r_e\) = Cost of equity - \(r_d\) = Cost of debt -
\(T_c\) = Corporate tax rate

2. Cost of Equity (using CAPM)
The Capital Asset Pricing Model (CAPM) estimates the required return on equity. \[ r_e = R_f + \beta (R_m - R_f) \]
Where: - \(R_f\) = Risk-free rate - \(\beta\) = Beta of the stock - \(R_m - R_f\) = Market risk premium

3. Cost of Debt
Typically the yield to maturity (YTM) on existing debt or the current borrowing rate.

Capital Budgeting Techniques

Capital budgeting involves evaluating potential investment projects to determine their feasibility and profitability.

1. Payback Period
The time required to recover the initial investment from cash inflows. \[ \text{Payback Period} = \text{Time when
cumulative cash flow} \geq \text{Initial Investment} \]

2. Discounted Payback Period
Similar to the payback period but considers the time value of money: \[ \text{Discounted Cash Flows} =
\frac{CF_t}{(1 + r)^t} \] The period when cumulative discounted cash flows recover the initial investment.

3. Net Present Value (NPV)
As described earlier, the most reliable measure of project profitability.
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4. Internal Rate of Return (IRR)
The discount rate that makes NPV zero; projects with IRR exceeding the required rate of return are acceptable.

5. Profitability Index (PI)
Ratio of present value of cash inflows to initial investment: \[ PI = \frac{\text{Present Value of Cash
Inflows}}{\text{Initial Investment}} \] A PI greater than 1 indicates a profitable project.

Leverage and Debt Ratios

Leverage ratios evaluate the extent of a company's debt relative to equity, assets, or earnings.

1. Debt-to-Equity Ratio
Measures financial leverage: \[ Debt-to-Equity = \frac{D}{E} \]

2. Debt Ratio
Proportion of assets financed by debt: \[ Debt\,Ratio = \frac{D}{D + E} \]

3. Equity Multiplier
Indicates the portion of assets financed by shareholders' equity: \[ Equity\,Multiplier = \frac{Assets}{Equity} = 1 +
Debt\,to\,Equity \]

4. Financial Leverage
Shows how debt amplifies the effect of changes in operating income on net income.

Financial Ratios and Metrics

Financial ratios are vital for assessing a company's performance, liquidity, efficiency, and profitability.

1. Liquidity Ratios
- Current Ratio: \[ Current\,Ratio = \frac{Current\,Assets}{Current\,Liabilities} \] - Quick Ratio (Acid-test Ratio): \[
Quick\,Ratio = \frac{Current\,Assets - Inventory}{Current\,Liabilities} \]

2. Profitability Ratios
- Return on Assets (ROA): \[ ROA = \frac{Net\,Income}{Total\,Assets} \] - Return on Equity (ROE): \[ ROE =
\frac{Net\,Income}{Shareholders'\,Equity} \] - Net Profit Margin: \[ Net\,Profit\,Margin = \frac{Net\,Income}{Sales}
\]

3. Efficiency Ratios
- Asset Turnover Ratio: \[ Asset\,Turnover = \frac{Sales}{Total\,Assets} \] - Inventory Turnover: \[
Inventory\,Turnover = \frac{Cost\,of\,Goods\,Sold}{Average\,Inventory} \]



4. Market Ratios
- Earnings Per Share (EPS): \[ EPS = \frac{Net\,Income -
Dividends\,on\,Preferred\,Stock}{Average\,Outstanding\,Shares} \] - Price-to-Earnings (P/E) Ratio: \[ P/E\,Ratio =
\frac{Market\,Price\,per\,Share}{Earnings\,per\,Share} \]

Practical Tips for Using the Formula Sheet Effectively

- Familiarize yourself with core formulas: Regular practice helps in quick recall during exams or professional tasks. -
Understand assumptions: Many formulas rely on specific assumptions (e.g., constant growth rate, market
efficiency). - Use real-world data: Apply formulas to real company data to deepen understanding. - Keep formulas
updated: Stay informed about any changes or new models in corporate finance.

Conclusion

A well-structured corporate finance formula sheet is an invaluable tool that consolidates essential calculations
needed for valuation, investment analysis, risk assessment, and financial management. Mastering these formulas
enhances decision

Corporate finance formula sheet is an essential resource for students, professionals, and anyone interested in
understanding the fundamentals of financial decision-making within corporations. This comprehensive collection of
formulas simplifies complex financial concepts, enabling users to analyze, interpret, and make informed decisions
about a company's financial health and strategies. Whether preparing for exams, conducting financial analysis, or
developing investment strategies, having a well-organized formula sheet can significantly enhance efficiency and
accuracy.

Introduction to Corporate Finance Formulas

Corporate finance revolves around managing a company's financial resources to maximize shareholder value. Key
concepts include valuation, capital structure, leverage, risk assessment, and investment appraisal. The formula
sheet condenses these concepts into easily accessible mathematical expressions, serving as a quick reference
guide. Features of a good corporate finance formula sheet include clarity, comprehensiveness, and applicability
across various scenarios. It typically covers areas such as time value of money, valuation techniques, cost of
capital, capital budgeting, and financial ratios.

Time Value of Money (TVM)

The foundation of many corporate finance calculations is the concept that money today is worth more than the
same amount in the future due to its earning potential.

Present Value (PV)
PV = \(\frac{FV}{(1 + r)^n}\) - FV: Future value - r: Discount rate per period - n: Number of periods

Future Value (FV)
FV = PV × (1 + r)^n Pros: - Fundamental for valuation and investment decisions. - Easy to adapt for different cash
flow patterns. Cons: - Assumes a constant discount rate. - Sensitive to estimation errors.
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Valuation Techniques

Valuation is central to corporate finance, helping determine the worth of projects, investments, or entire firms.

Net Present Value (NPV)
NPV = \(\sum_{t=1}^{n} \frac{C_t}{(1 + r)^t} - C_0\) - C_t: Cash flow at time t - r: Discount rate - C_0: Initial
investment Features: - Measures the expected increase in value from a project. - Incorporates the time value of
money. Pros: - Provides a dollar estimate of value added. - Considers all cash flows over project life. Cons: -
Sensitive to discount rate assumptions. - Requires accurate cash flow forecasts.

Internal Rate of Return (IRR)
IRR is the rate r that makes NPV = 0. \[ 0 = \sum_{t=1}^{n} \frac{C_t}{(1 + IRR)^t} - C_0 \] Features: -
Expressed as a percentage. - Useful for comparing projects. Pros: - Intuitive; shows the rate of return. - Widely used
in capital budgeting. Cons: - Multiple IRRs for unconventional cash flows. - Can be misleading when comparing
projects of different scales.

Cost of Capital

Understanding a company's cost of capital is vital for project evaluation and strategic planning.

Weighted Average Cost of Capital (WACC)
WACC = \(\frac{E}{V} \times r_e + \frac{D}{V} \times r_d \times (1 - T)\) - E: Equity value - D: Debt value - V:
Total firm value = E + D - r_e: Cost of equity - r_d: Cost of debt - T: Corporate tax rate Features: - Reflects the
average rate of return required by investors. - Used as the discount rate for firm valuation. Pros: - Incorporates the
firm's capital structure. - Adjusts for tax benefits of debt. Cons: - Estimation of r_e and r_d can be complex. -
Assumes a stable capital structure.

Cost of Equity (CAPM)
r_e = R_f + \beta (R_m - R_f) - R_f: Risk-free rate - β: Beta coefficient - R_m: Expected market return Features: -
Based on systematic risk. - Widely accepted for estimating equity cost. Pros: - Reflects market conditions. - Adjusts
for company-specific risk via beta. Cons: - Beta estimates can be unstable. - Sensitive to market assumptions.

Capital Budgeting

Deciding which projects to undertake involves analyzing potential investments using various metrics.

Payback Period
Time taken for initial investment to be recovered. - Simple measure but ignores cash flows after payback.

Profitability Index (PI)
PI = \(\frac{\text{Present value of future cash flows}}{\text{Initial investment}}\) - Accept projects with PI > 1.



Discounted Cash Flow (DCF) Analysis
Uses NPV calculations to assess project viability. Features: - Considers the time value of money. - Suitable for
complex projects. Pros: - Provides a detailed valuation. - Helps in ranking projects. Cons: - Sensitive to cash flow
estimates. - Requires accurate discount rates.

Financial Ratios

Ratios provide quick insights into a company's operational efficiency, liquidity, leverage, and profitability.

Liquidity Ratios
- Current Ratio: \(\frac{\text{Current Assets}}{\text{Current Liabilities}}\) - Quick Ratio: \(\frac{\text{Current
Assets} - \text{Inventories}}{\text{Current Liabilities}}\)

Leverage Ratios
- Debt-to-Equity Ratio: \(\frac{\text{Total Debt}}{\text{Shareholders’ Equity}}\) - Interest Coverage Ratio:
\(\frac{\text{EBIT}}{\text{Interest Expense}}\)

Profitability Ratios
- Return on Assets (ROA): \(\frac{\text{Net Income}}{\text{Total Assets}}\) - Return on Equity (ROE):
\(\frac{\text{Net Income}}{\text{Shareholders’ Equity}}\) Features: - Enable benchmarking against industry
standards. - Help identify financial strengths and weaknesses. Pros: - Easy to compute and interpret. - Useful for
quick assessments. Cons: - May be affected by accounting policies. - Should be analyzed in context.

Conclusion and Utility of the Formula Sheet

A corporate finance formula sheet serves as a vital tool for mastering financial analysis and decision-making. Its
organized structure allows users to quickly access essential formulas, reducing errors and increasing confidence in
calculations. For students, it simplifies exam preparation; for professionals, it streamlines analysis and reporting
processes. While the formula sheet offers numerous benefits, it also has limitations. Over-reliance on formulas
without understanding underlying assumptions can lead to flawed conclusions. Therefore, it should be used as a
supplement to comprehensive financial knowledge and practical judgment. Features Summary: - Concise reference
for core formulas. - Covers valuation, cost of capital, budgeting, and ratios. - Facilitates quick calculations and
decision-making. Pros: - Enhances efficiency and accuracy. - Acts as an educational aid. - Supports complex
analysis with simplified formulas. Cons: - May oversimplify nuanced concepts. - Needs regular updates to reflect
current standards. - Should be complemented with qualitative analysis. In conclusion, mastering the corporate
finance formula sheet empowers individuals to analyze financial data effectively, make strategic decisions, and
communicate findings clearly. Its value lies in its ability to distill complex concepts into manageable, practical
tools—an indispensable asset in the realm of corporate finance.
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Questions & Answers About corporate finance formula sheet

No Question Answer

1 What are the key formulas included in
a corporate finance formula sheet?

A typical corporate finance formula sheet includes formulas for Net
Present Value (NPV), Internal Rate of Return (IRR), Weighted
Average Cost of Capital (WACC), Cost of Equity (using CAPM), Cost
of Debt, Debt-to-Equity Ratio, Earnings Before Interest and Taxes
(EBIT), and the Dividend Discount Model (DDM).

2 How do you calculate the Weighted
Average Cost of Capital (WACC)?

WACC = (E/V) Re + (D/V) Rd (1 - Tc), where E = equity value, D =
debt value, V = E + D, Re = cost of equity, Rd = cost of debt, Tc =
corporate tax rate.

3 What is the formula for calculating
Net Present Value (NPV)?

NPV = Σ (Cash inflow_t / (1 + r)^t) – initial investment, where r is
the discount rate, and t is the time period.

4 How is the Cost of Equity determined
using the Capital Asset Pricing Model
(CAPM)?

Cost of Equity (Re) = Risk-Free Rate (Rf) + Beta (Market Return
(Rm) – Rf).

5 What is the formula for calculating
the Internal Rate of Return (IRR)?

IRR is the discount rate (r) that makes the NPV of all cash flows
from a project equal to zero: 0 = Σ (Cash inflow_t / (1 + r)^t) –
initial investment.

6 How do you compute the Debt-to-
Equity Ratio?

Debt-to-Equity Ratio = Total Debt / Total Equity.

7 What is the Dividend Discount Model
(DDM) formula for valuing a stock?

Stock Price (P) = Dividend per share (D1) / (Cost of Equity (Re) –
Dividend growth rate (g)).

8 Why is a 'formula sheet' important in
corporate finance exams and
practice?

A formula sheet serves as a quick reference to essential formulas,
helps in efficient problem-solving, ensures accuracy, and aids in
understanding the relationships between key financial metrics.

corporate finance, finance formulas, valuation formulas, discounted cash flow, net present value, internal rate of
return, weighted average cost of capital, break-even analysis, financial ratios, capital budgeting
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