
 
  

  

Risk, Return, and Cost of Capital 
 

Course Module in Introductory Finance 
 
Course Modules help instructors select and sequence material for use as part of a course. Each module 
represents the thinking of subject matter experts about the best materials to assign and how to organize 
them to facilitate learning. 
 
Each module recommends four to six items. Whenever possible at least one alternative item for each 
main recommendation is included, as well as suggested supplemental readings that may provide a 
broader conceptual context. Cases form the core of many modules but we also include readings from 
Harvard Business Review, background notes, and other course materials. 
 
 
1. Overview of suggested content (HBS case unless otherwise noted) 
 

Title Author Product 
Number 

Publication 
Year Pages Teaching Note 

1. Introduction 
Introduction to Portfolio 
Theory 
(HBS background note) 

Perold 185066 1984 6p -- 

Business Valuation and the 
Cost of Capital  
(HBS background note) 

Luehrman 210037 2009 11 -- 

2. Portfolio Risk and Return 
Partners Healthcare Coval 206005 2005 14p 206024 

Alternative: The State of 
South Carolina 

Cohen 201061 2000 31p 201127 

3. Capital Asset Pricing Model and Beta 
Alex Sharpe’s Portfolio 
(Ivey case) 

Southam 908N20 2008 4p 808N20 

Alternative: Beta 
Management Co. 

Edleson 292122 1992 5p 294113 

4. Capital Asset Pricing Model and the Cost of Capital 
Midland Energy Resources, 
Inc.: Cost of Capital  
(HBP Brief case) 

Luehrman & 
Heilprin 

4129 2009 12p 4130 

Alternative 1: Cost of Capital 
at Ameritrade 

Mitchell & 
Stafford 

201046 2000 24p 201123 

https://hbsp.harvard.edu/product/185066-PDF-ENG?itemFindingMethod=Search
https://hbsp.harvard.edu/product/185066-PDF-ENG?itemFindingMethod=Search
https://hbsp.harvard.edu/product/210037-PDF-ENG?itemFindingMethod=Search
https://hbsp.harvard.edu/product/210037-PDF-ENG?itemFindingMethod=Search
https://hbsp.harvard.edu/product/206005-PDF-ENG?itemFindingMethod=Search
https://hbsp.harvard.edu/product/201061-PDF-ENG?itemFindingMethod=Search
https://hbsp.harvard.edu/product/201061-PDF-ENG?itemFindingMethod=Search
https://hbsp.harvard.edu/product/908N20-PDF-ENG?itemFindingMethod=Search
https://hbsp.harvard.edu/product/292122-PDF-ENG?itemFindingMethod=Search
https://hbsp.harvard.edu/product/292122-PDF-ENG?itemFindingMethod=Search
https://hbsp.harvard.edu/product/4129-PDF-ENG?itemFindingMethod=Search
https://hbsp.harvard.edu/product/4129-PDF-ENG?itemFindingMethod=Search
https://hbsp.harvard.edu/product/201046-PDF-ENG?itemFindingMethod=Search
https://hbsp.harvard.edu/product/201046-PDF-ENG?itemFindingMethod=Search


 
  

  

Alternative 2: Marriot Corp.: 
The Cost of Capital 
(Abridged) 

Ruback 289047 1989 10p 298081 

 
 
II. Rationale for selecting and sequencing the items in this module 
 
Section 1 is comprised of two notes. Introduction to Portfolio Theory is short note that examines the basic 
building blocks of portfolio theory which, in turn, is the foundation stone of the capital asset pricing model 
(CAPM). The second note, Business Valuation and the Cost of Capital, applies the CAPM to the problem 
of calculating the cost of capital for discounted cash flow valuation analyses.  
 
Both choices for Section 2 allow students to apply and discuss risk and return concepts without getting 
into more complicated CAPM calculations. Both cases present portfolio management dilemmas from an 
institutional investor perspective. Partners Healthcare is a one-session case that provides students with 
an intuitive and geometric introduction to mean-variance analysis. Students learn how to determine a 
portfolio’s expected risk and return and how these calculations are altered by changes in decisions, 
investment opportunities, and underlying distributional assumptions. The alternate, The State of South 
Carolina, taught over two days, also introduces the basic concepts of risk and return, this time by looking 
at the advantages and disadvantages of adding equities to a state pension fund. While much of the class 
time illustrates the benefits of diversification from standard deviation calculations, the case also lets 
students discuss future expectations of the equity premium, policy implications for state governments, 
and the international investment context. 
 
Section 3 incorporates CAPM into the discussion of portfolio diversification and risk management.  Alex 
Sharpe’s Portfolio, an Ivey case, asks the students to use linear regression to calculate beta to choose 
stocks to add to a portfolio. It also outlines how the CAPM emerges from portfolio theory. Beta 
Management, the alternative, is a time-tested HBS Premier case that takes a similar path. The 
supplement, Asset Allocation I, is a simulation that presents the mathematics of mean-variance 
optimization and the CAPM in more detail. There is also a second and third part to this simulation, the 
former exhibiting some of the problems of the means-variance optimization in practice, and the latter 
discussing advanced techniques such as Bayesian estimation and the Black-Litterman Model. 
 
The last section, Section 4, moves from portfolio theory to a corporate finance application of CAPM 
techniques. The main selection, Midland Energy Resources, Inc: Cost of Capital, which can, with some 
trimming, be taught in one class, introduces students to the basic steps and calculations required to 
estimate the weighted average cost of capital (WACC) for a multi-division corporation. It allows the 
discussion of sources of data (and their limitations), the use of the CAPM to estimate the cost of equity, 
the effects of leverage on the cost of equity and WACC, and the use of data from comparable companies 
to estimate divisional betas. The first alternate, Cost of Capital at Ameritrade, a two-day case, involves a 
cost of capital calculation for a debt-financed brokerage firm considering an investment project in 
marketing and technology. While much of the class is focused on the mechanics of CAPM, the case 
provides the opportunity to debate which of the comparable firms provide the best estimate of beta for 
Ameritrade. The second alternate, Marriot Corp.: The Cost of Capital, is concerned, like Midland Energy, 
with estimating the cost of capital for a multi-division corporation. 

https://hbsp.harvard.edu/product/289047-PDF-ENG?itemFindingMethod=Search
https://hbsp.harvard.edu/product/289047-PDF-ENG?itemFindingMethod=Search

