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Chapter 11 

Risk-Based Capital Allocation 
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Cost of Capital 

• Main point of chapter is that capital (money to 
fund projects) has a cost.  In simple terms, you 
want the highest % return as possible.  

• Cost of Capital – The opportunity cost of funds 
provided by investors. 

– What could they have invested instead? 

• Sources of capital include equity, debt, or 
preferred stock 

• Cost of capital should always be evaluated against 
the expected return when deciding to invest 
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Cost of Capital 

• Cost of Equity 

– Rate of return required to compensate a 
company’s common shareholders for the use of 
their capital 

– From shareholder perspective they have an ideal 
rate of return, which becomes their opportunity 
cost when comparing other investments 

– Two approaches to estimating cost of equity 

• Discounted cash flow (DCF) 

• Capital Asset Pricing Model (CAPM) 

 

 

Cost of Capital 
• Discounted Cash Flow Method 

– Values an asset as the present value of all future cash 
flows from that asset in perpetuity. 

– Cash flows are discounted for the time value of money be 
a discount rate (rate of return used to determine present 
value of a future sum) 

– Equity (stocks) have no maturity date, its value is the 
present value of all future dividends made 
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Discounted Cash Flow Method 

Capital Asset Pricing Model (CAPM) 

• CAPM is method of pricing securities based on the 
relationship between risk and return 

• Two components of risk 
– Unsystematic risk (specific risk) – Risk that arises form factors 

that are unique to a particular investment 
– Systematic risk (market risk) – Risk that is common to all 

securities of the same general class and cannot be eliminated by 
diversification 

• Beta – A measure of an asset’s volatility relative to that of 
the overall market for that type of asset 
– Beta of 1.0 means that asset and market are in alignment 
– More than 1.0, asset more volatile 
– Less then 1.0, asset is less volatile than market volatility 
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Capital Asset Pricing Model (CAPM) 

Cost of Debt 

• Cost of Dept – is rate of return required to 
compensate a company’s debt holders for use of 
their capital 
– Cost of Debt is basically interest rate at which lenders 

are willing to lend 

• Cost of new debt is the Interest Expense and has 
two components:   
– Risk-free rate of return – US Treasury bills 
– Risk premium – amount of additional return 

demanded by investors for risk associated with 
purchasing debt 
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Cost of Debt 

Cost of Preferred Stock 

• Preferred Stock is similar to equity capital; 
however, the cost of preferred stock capital is 
calculated like the cost of a bond 

– Preferred Stock is generally nonvoting, but has 
priority over common stock, usually regarding 
dividends and capital distribution if the 
corporation closes its doors. 

– Valued as a perpetuity (series of fixed payments 
made on specific dates for an indefinite period) 
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Cost of Preferred Stock 

Weighed Average Cost of Capital 

• Weighted Average Cost of Capital (WACC) 

– Is the average of the cost of equity and the cost of 
debt calculated according to the proportion of the 
total invested capital that each represents 

– Percentage figure used is the cost of the last dollar 
of capital raised from each source, rather than 
historical cost 
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Weighed Average Cost of Capital 

Calculating the Cost of Capital 
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Calculating the Cost of Capital 

Cast Study 

• Step 1:  Review the Case Facts 

• Step 2:  Understand the Goals of the Board of 
Directors 
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Cast Study 

Cast Study 
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Cast Study 

Cast Study 
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Cast Study 

Cast Study 
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Cast Study 

Economic Capital Vs. Book Capital 

• Book capital reflects a financial reporting context 
– Typically reflects Generally Accepted Accounting 

Principles (GAAP) 

 
• Economic  capital reflects solvency needs in a risk-

based or market context 
– Represents the amount of capital an organization 

needs to support its risks 
– For insurance companies, how much capital is needed 

to pay for claims and remain solvent 
• EU has adopted Solvency II which has minimum capital 

requirements 
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Economic Capital 

• Economic capital is amount of capital required to 
remain solvent at given risk tolerance levels 

• Solvency is determined by Market Value Surplus 
(MVS) –  
– MVS is fair value of assets minus fair value of liabilities 

• Risk Based Capital (RBC) 
– Regulatory capital calculated using prescribed factors 

and formulas, that is needed to support an 
organization’s operations, given the organization’s 
underlying risk characteristics 

Economic Capital 
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Economic Capital 

Economic Capital 
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Contrasting Book Capital with 
Economic Capital 

Risk-Based Capital Allocation 

• Risk-adjusted return on Capital (RAROC) 

– Financial ratio of income adjusted for risk to the amount of 
capital required to maintain solvency at a given risk 
tolerance level 

– Measurement tool that provides an organization’s 
management with an objective means to select strategic 
course of action and evaluate the relative success or failure 
of actions already taken. 
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Risk-Adjusted Return on Capital 

Risk-Adjusted Return on Capital 
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Risk-Based Capital Allocation Model 

• Risk-based capital allocation model is tool to 
evaluate 
– risk inherent in current and potential future activities 
– Returns to be gained from participating in these 

activities 

 
• Model helps accomplish 

– Determine how much risk an individual activity adds 
to overall profile 

– Examines the return associated with specific activities 
to evaluate performance 

– Make decisions to invest in, or divest, specific 
activities 
 

Risk-Based Capital Allocation Model 
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Risk-Based Capital Allocation Model 

Chapter 12 

Risk Management 
Environment and Culture 
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Assessing Internal and  
External Environments 

• A SWOT is typically used to assess an organization's 
external and internal environments 
– External Environment includes 

• Physical 

• Social  

• Legal 

• Economic 

– Internal Environment includes 
• Product 

• Operations 

• Technology 

• Cognitive 

• What are some University/Healthcare examples? 
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Evaluating Key Stakeholders 

Risk Centers and Risk Owners 

• Organizations can most effectively manage a 
large number of diverse risks when divided 
into smaller parts 

– ERM – Everyone’s a Risk Manager 

• 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 managed. 
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Risk Centers and Risk Owners 

Risk Centers and Risk Owners 
Risk owners are responsible for identifying and assessing risk his/her unit 
faces by listing resources it uses, threats to each resource, and 
opportunities. 
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Influence of Organizational  
Culture on Risk Attitude 

• Organizational Culture is defined as the shared 
beliefs, values and accepted behaviors of the 
people and groups that compose it.   
– Culture influences the organization’s attitude 

toward risk 

• Risk Attitude 
– Organization’s or individuals’ perspective of the 

perceived qualitative and quantitative value that 
may be gained in comparison to the related 
potential loss or losses 

Nature of Organizational Culture 
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Nature of Organizational Culture 
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Communicating with Stakeholders 

• Business communication requires knowledge and 
judgment 

• Organizations that successfully communicate with 
stakeholders are more likely to achieve its goals 

• ERM Communications involves 
– Understanding goals, risk appetites, and values 
– Hiring and retaining employees 
– Identifying, assessing and treating risks 
– Implementing change 
– Reporting ERM progress 
– Ethical communications and challenges (confidential and 

right to know information) 

Communicating with Stakeholders 
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Effective ERM Communication 

Communication Channels 

• Internal Channels 
– Formal channels are informed by the organization’s 

official structure 
• Advantage of formal system is that everyone knows to 

whom to report 
• Disadvantages are that employees may not have direct 

access to each other and messages may become distorted as 
they pass through 

– Informal communication channels overcome both of 
above issues, but most be monitored and controlled 

– Committees can help overcome these challenges and 
permit exchange of ideas that can flow through formal 
channels 
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Communication Channels 

• External Channels 

– Organizations mush have well-defined external 
communication channels and procedures 

• SOP with instructions and templates, including 
specifications of type of information that can and 
cannot be released 

• Information that you share with vendor may be 
different than information shared with a regulator 

Communication with Stakeholders 
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Ethical and Social Responsibilities in 
Enterprise Risk Management 

• Ethical culture of organization is basis for 
direction regarding social responsibility 

• Typically, ethical and social responsibility 
developed through organizational consensus 

• Organizations should adopt a Code of Ethics as 
part of consensus building 

Social Responsibilities Toward Internal 
and External Stakeholders 

• Social Responsibility 
– An organization’s responsibility to its stakeholders and 

society to consider the consequences of its actions on all 
stakeholders and to protect the welfare of society overall. 

• Almost every decision an organization makes has 
consequences for its internal and external stakeholders 

• Social responsibilities go beyond adhering to laws and 
regulation 
– Decisions to layoff to improve profits 

– Outsourcing, pollution, and community involvement 
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Social Responsibilities Contrasted  
with Governance 

• Social responsibilities are based on organizational 
beliefs, while governance is a set of parameters 
within which governments and organizations 
operate 

• Organizations are guided by governance, which is 
institutionalized, often tradition-bound, and both 
internal and external. 
– Internal governance example – Audit Committee 

– External governance – governing bodies, regulators 
and special interest groups 

Social Responsibilities Contrasted  
with Governance 

• Organizations make a choice to operate to higher standards 
than those set by laws and regulations 
– In some cases, approach may be more costly, but supports 

culture of organization 
– Examples:  health and safety, sustainability 

 

• Organizations that base decisions on long-term 
sustainability as opposed to profit may also benefit by using 
as marketing tool 
 

• Risk Managers play role of helping guide organization 
through these types of decisions by indicating risk of acting 
or not acting. 


