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Capital Asset Pricing Model (CAPM) 
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CAPM – Beta (β)

Interpretation: 2 1
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The CAPM Equation

source of market risk

source of 
idiosyncratic risk
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The Security Market Line (SML) Equation
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SML Equation & Graph CML Equation & Graph 
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Calculation Example: CAPM Equation
Question: 

Answer
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Total, Systematic and Idiosyncratic 
Variance 
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Calculation Example: Types of Variance 
Question:

Answer:
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Comparing the β-graph and the  σ-graph 

systematic total
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Calculation Example: the β- and  
σ-graphs  
Question:
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Answer:

Question:

Answer: 
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Excess Returns: Jensen’s Alpha (α)
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Question

Answer
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Arbitrage and Equilibrium Pricing: Why 
Excess Returns Should Not Persist 
Question:
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(Long-winded) Answer: 

actual  
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Question

Answer
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Discussion 

rose fell

 
past

 future
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Modern Portfolio Theory – A Brief History 
1950’s

1960’s

1976
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Putting the CAPM in Perspective 
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Drawbacks of the Markowitz Mean-
Variance Approach 

 price expected return

portfolio
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Factor Pricing Models 
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Covariances Between Stocks 
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The CAPM 
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CAPM Formulas 
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The Cost of Equity ( ) 
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DDM to find the Cost of Equity 
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CAPM (or SML) to find the Cost of Equity 
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Calculation Example: Cost of Equity 
Question:
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Answer: 
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The Cost of Debt ( ) 
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Expected returns and probabilities 

 

 
 

Question:
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Answer: or
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Question:

Answer: 
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Expected returns, uncertainty and 
probabilities 
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Calculation example 
Question:

 
Stock Returns in Different  

States of the Economy 
State of economy Probability Return 
Boom  0.3 0.6 
Normal 0.5 0.1 
Bust 0.2 -0.5 
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Answer:

 

 

 

 


