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Activity 1 — Calculating the Cost of Capital Case Study 
 

ABC Corporation is a new company that is trying to determine its optimal capital 

structure to begin operations. It has narrowed its debt and equity choices to two feasible 

scenarios, but because ABC is a new company, the risk premium (credit spread) and beta 

are estimates based on similar companies in the marketplace. The final decision on 

capital structure will be based on minimizing the weighted average cost of capital 

(WACC). 
 

Scenario 1 Scenario 2 

ABC will have $15 million in new debt 

and $30 million in new equity; the risk 

premium is 3.3 percent, and the beta is 

1.15. 

ABC will have $30 million in new debt and 

$15 million in new equity; the risk premium is 

4.2 percent, and the beta is 1.36.  

 

 

Assumptions for both scenarios: the risk-free rate (rf) is 4 percent, the corporate tax rate 

is 35 percent, and return on the market portfolio (rm) is 14 percent.  

 

Which scenario should ABC use for its capital structure? (Use one capital asset pricing 

model to determine ABC’s cost of equity.) 
 

Calculations 

1. Calculate the debt ratio. 

 

 

 

 

2. Calculate the cost of debt. 

Formula: 

 

 

 

 

3. Estimate the cost of equity. 

Formula: 

 

 

 

 

4. Calculate the WACC. 

Formula: 
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Answers to Activity 1 — Calculating the Cost of Capital Case Study 

 

Calculations 

1. Calculate the debt ratio. 

 

 

Scenario 1 Scenario 2 

15,000,000/45,000,000 = 1/3, or 0.33 30,000,000/45,000,000 = 2/3, or 0.67 

 

 

2. Calculate the cost of debt. 

Formula: (rf + risk premium) × (1 – tax) = Cost of debt 

 

 

Scenario 1 Scenario 2 

(4% + 3.3%) × (1 – 0.35) = 4.75% (4% + 4.2%) × (1 – 0.35) = 5.33% 

 

 

3. Estimate the cost of equity. 

Formula: rf + ß(rm – rf) = Cost of equity 

 

 

Scenario 1 Scenario 2 

4% + 1.15(14% – 4%) = 15.5% 4% + 1.36(14% – 4%) = 17.6% 

 

 

4. Calculate the WACC. 

Formula: (Cost of debt x percentage debt) + (cost of equity x percentage equity) 

= WACC 

 

 

Scenario 1 Scenario 2 

(1/3 × 4.75%) + (2/3 × 15.5%) = 11.92% (2/3 × 5.33%) + (1/3 × 17.6%) = 9.42% 
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Activity 1 — Describing Risk-Based Capital Allocation 

Questions Answers 

1. What is marginal economic capital? 

 

 

 

 

2. The risk-based capital allocation 

model helps management 

accomplish these tasks. List the 

tasks. 

 

 

 

 

 

3. How is capital calculated in a 

bottom-up system? 

 

 

 

 

 

4. What is the formula for determining 

RAROC for pure risk? 

 

 

 

 

 

5. How is marginal economic capital 

calculated? 

 

 

 

 

 

 

6. In a top-down system, how is capital 

determined?  

 

 

 

 

 

 

7. Describe diversified economic 

capital. 

 

 

 

 

8. This is a financial ratio of income 

adjusted for risk to the amount of 

capital required to maintain solvency 

at a given risk tolerance level. 

 

 

 

 

9. What is stand-alone economic 

capital? 
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Answers to Activity 1 — Describing Risk-Based Capital Allocation 

Questions Answers 

1. What is marginal economic capital? 

 

The additional capital required to undertake an 

activity, over an organization’s current capital.  

 

2. The risk-based capital allocation 

model helps management 

accomplish these tasks. List the 

tasks. 

 Determine how much risk an individual 

activity adds to the organization’s overall 

risk profile 

 Examine the return associated with 

specific activities to evaluate performance 

 Make decisions to invest in, or divest, 

specific activities  

 

3. How is capital calculated in a 

bottom-up system? 

The capital is calculated at each individual 

activity level; these individual capital amounts 

can then be aggregated, taking into account 

diversification, to arrive at the organization’s 

overall capital. 

 

4. What is the formula for determining 

RAROC for pure risk?  
 

5. How is marginal economic capital 

calculated? 

 

Measuring the organization’s overall 

economic capital, both including and 

excluding the activity in question. 

 

6. In a top-down system, how is capital 

determined? 

In a top-down system, capital is determined at 

the firm-wide level. A methodology is then 

applied to allocate the overall capital to each 

activity based on its inherent risks  

7. Describe diversified economic 

capital. 

The portion of an organization’s overall 

economic capital that is allocated to a 

particular activity. It takes into account the 

degree of correlation among the risks of 

various activities. Because diversification 

provides a benefit, an organization’s overall 

capital should be less than the sum of the 

individual activities’ capital. Likewise, the 

diversified capital allocated to an individual 

activity should always be less than its stand-

alone capital. 
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Questions Answers 

8. This is a financial ratio of income 

adjusted for risk to the amount of 

capital required to maintain solvency 

at a given risk tolerance level. 

 

Risk-adjusted return on capital (RAROC) 

9. What is stand-alone economic 

capital? 

 

The capital needed for an activity independent 

of all other activities. It does not contemplate 

any diversification benefits associated with an 

organization’s participation in different types 

of activities. 
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Relationship of An Organization’s Internal and External 
Environments To Risk Management 

Activity 1 — Describing an Organization’s Internal and External 
Environments 

Environment Answers Internal External 

1. Product A. Location and climate   

2. Social B. Government regulations, statutes, and 

case law 

  

3. Technology 

and 

information 

systems 

C. Business cycles, employment conditions, 

and levels of gross national output 

  

4. Legal D. How an organization creates its goods 

and services, such as logistics, supply-

chain risks, operations management, 

inventory control, manufacturing 

processes, and distribution systems 

 

  

5. Physical  E. Includes societal expectations expressed 

through political actions, such as the 

formation of nongovernment 

organizations, and the competitive 

environment 

  

6. Cognitive F. How individuals perceive risks as well as 

an organization’s aggregate perception of 

risk, which influences the organization’s 

culture, values, and risk policies 

  

7. Operations G. Methods by which an organization 

collects, stores, evaluates, and 

communicates information 

  

8. Economic H. Supply and demand for products and 

services 
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Answers to Activity 1 — Describing an Organization’s Internal and 
External Environments 

Environment Answers Internal External 

1. Product  H. Supply and demand for products and 

services 

X  

2. Social E. Includes societal expectations expressed 

through political actions, such as the 

formation of nongovernment 

organizations, and the competitive 

environment 

 X 

3. Technology 

and 

information 

systems 

G. Methods by which an organization 

collects, stores, evaluates, and 

communicates information 

X  

4. Legal B. Government regulations, statutes, and 

case law 

 X 

5. Physical  A. Location and climate  X 

6. Cognitive F. How individuals perceive risks as well as 

an organization’s aggregate perception of 

risk, which influences the organization’s 

culture, values, and risk policies 

X  

7. Operations D. How an organization creates its goods 

and services, such as logistics, supply-

chain risks, operations management, 

inventory control, manufacturing 

processes, and distribution systems 

X  

8. Economic C. Business cycles, employment conditions, 

and levels of gross national output 

 X 
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Activity 1 — Describing Risk Centers and Risk Owners 

Questions Answers 

1. What are the advantages of using 

risk centers? 

 

 

 

 

2. When would a risk be deemed 

beyond the capacity of risk center 

management? 

 

 

 

 

 

3. Describe a risk center.  

 

 

 

4. List five approaches an organization 

can use to motivate employees to 

accept risk ownership. 

 

 

 

 

5. What are some methods that a risk 

owner can use to identify and 

analyze risks? 

 

 

 

 

 

6. Why would ownership of a specific 

risk be assigned to the stakeholder 

who is primarily affected by its 

volatility? 

 

 

 

 

 

7. What is the responsibility of a risk 

owner? 

 

 

 

 

 

8. List four external stakeholders of an 

organization. 

 

 

 

 

 

9. What are some factors that an 

organization may use when forming 

risk centers? 
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Answers to Activity 1 — Describing Risk Centers and Risk Owners 

Questions Answers 

1. What are the advantages of using 

risk centers? 

 Allows for the involvement of operational 

managers, who have valuable knowledge 

and perspective to contribute to the risk 

analysis process. 

 Helps focus the analysis on the 

organization’s strategic goals and 

operational objectives and the threats and 

opportunities that can directly affect those 

goals and objectives. 

 Ensures that risks are managed efficiently 

at an appropriate level within the 

organization. 

2. When would a risk be deemed 

beyond the capacity of risk center 

management? 

A risk may be deemed beyond the capacity of 

risk center management if the risk owner 

cannot comprehend all the consequences of 

the risk or lacks the resources needed to 

appropriately address the risk. 

3. Describe a risk center. A discrete unit within an organization, having 

a leader and specific objectives, at which level 

a particular risk (or group of risks) is most 

appropriately and effectively managed. 

4. List five approaches an organization 

can use to motivate employees to 

accept risk ownership. 

Answers may include: 

 Explain the risk and possible outcomes—

both positive and negative 

 Make sure the risk owner knows why he 

or she is in the best position to manage the 

assigned risk 

 Define an acceptable performance and 

how it would support the organization’s 

goals 

 Provide the risk owner with the 

appropriate training and resources to 

manage his or her risks 

 Measure the risk owner’s performance 

against the disseminated standard 

 Evaluate an above-standard performance 

to determine how to apply the positive 

results throughout the organization or 

adjust below-standard behavior to achieve 

the best results 

 Provide sufficient incentives, such as 

rewards and penalties, for managing the 

risk 
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Questions Answers 

5. What are some methods that a risk 

owner can use to identify and 

analyze risks? 

 Risk assessment questionnaires and 

checklists 

 Analysis of historical and financial data 

 Site inspections 

 Personal interviews 

6. Why would ownership of a specific 

risk be assigned to the stakeholder 

who is primarily affected by its 

volatility? 

The person is often best positioned and most 

motivated to manage the risk. 

 

7. What is the responsibility of a risk 

owner? 

Identifying and assessing the risks his or her 

center faces by listing the resources it uses, 

threats to which each resource may be 

exposed, and opportunities that each may 

represent. 

8. List four external stakeholders of an 

organization. 

Many of an organization’s external 

stakeholders—such as suppliers, business 

partners, regulators, and customers—may also 

be risk owners for the organization.  

9. What are some factors that an 

organization may use when forming 

risk centers? 

An organization may form risk centers based 

on factors such as geographic regions, 

subsidiaries, profit centers, product lines, or 

business units. 
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Activity 1 — Describing the Influence of Organizational Culture on 
Risk Attitude 

Questions Answers 

Culture 

1. Mercenary A. Loose alliances of independent employees and in which 

both sociability and loyalty are low 

 

2. Inert B. Ruthless business operations are dedicated to work and 

winning, but in which cultural sociability is low 

 

3. Communal C. Core value is the ability to adapt and change, 

particularly in reaction to dynamic external conditions 

 

4. Networked D. Organizations that have both high loyalty and sociability 

and that often self-identify as a “family” of workers 

 

5. Adaptive E. Social networks of small, creative teams that might not 

have long-term loyalty to the organization 

 

6. Fragmented F. Unable or unwilling to change 

 
RISK ATTITUDE 

7. Risk Seeking G. Preoccupied with the negative side of potential risks. 

Seek methods of transferring risk to another entity to 

avoid it altogether and prefer to continue traditional 

methods of business operations rather than to innovate. 

 

8. Risk Avoiding H. Decision making tends to overestimate positive results 

and is based on a short-term horizon. Individuals may 

underemphasize a risk’s impacts, variances, and 

potential negative effects. Believe result of their risk 

decisions will allow the organization to reap significant 

rewards worth the risk. 

 

9. Risk Optimizing I. Assess risk based on an organization’s vision, mission, 

goals, values, and beliefs. Weigh the risk-reward 

relationship while realistically evaluating potential 

outcomes and consequences. Selective regarding the 

risks they ask the organization to assume.  
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Answers to Activity 1 — Describing the Influence of Organizational 
Culture on Risk Attitude 

Questions Answers 

Culture 

1. Mercenary B. Ruthless business operations are dedicated to work and 

winning, but in which cultural sociability is low 

2. Inert F. Unable or unwilling to change 

3. Communal D. Organizations that have both high loyalty and sociability 

and that often self-identify as a “family” of workers 

4. Networked E. Social networks of small, creative teams that might not 

have long-term loyalty to the organization 

5. Adaptive C. Core value is the ability to adapt and change, 

particularly in reaction to dynamic external conditions 

6. Fragmented A. Loose alliances of independent employees and in which 

both sociability and loyalty are low 

RISK ATTITUDE 

7. Risk Seeking H. Decision making tends to overestimate positive results 

and is based on a short-term horizon. Individuals may 

underemphasize a risk’s impacts, variances, and 

potential negative effects. Believe result of their risk 

decisions will allow the organization to reap significant 

rewards worth the risk. 

8. Risk Avoiding G. Preoccupied with the negative side of potential risks. 

Seek methods of transferring risk to another entity to 

avoid it altogether and prefer to continue traditional 

methods of business operations rather than to innovate. 

9. Risk Optimizing I. Assess risk based on an organization’s vision, mission, 

goals, values, and beliefs. Weigh the risk-reward 

relationship while realistically evaluating potential 

outcomes and consequences. Selective regarding the 

risks they ask the organization to assume.  

 


