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FRAMEWORK FOR FINANCIAL DECISIONS
By

Guruprasad Murthy

Every business has as its first dimension an economic
dimension. The objective of every enterprise is to ensuve
the economic welfare of the stockholders. In order to
accomplish the inte}nded purpose it is necessary, though
not sufficient, to design a judicious corporate financial
policy. The latter influences the volume of assets, mix of
assets and composition of finance. Its impact on the
economic health of a business is all-pervasive. It should
therefore have an explicit and precise goal towards which
financial management is to be directed. The objective of
financial management is a continuous maximisation of the
economic welfare of stockholders, that is, the maximisation
of the stockholders’ present worth.

The purpose of this paper is to provide a framework
for financing decisions which subserves the goal of finan-
cial management. Financing decisions involves a decision
in respect of the mix and the volume of funds to be
employed in the business; an analysis of the cost of alter-
native methods of financing, and a study of the impact of
the alternative sources of financing on the general economic
health of the company and the impact of tapping one
source of capital on the cost of other sources. In addition,
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In order to provide a framework for . finz‘anm:i
decisions, it is necessary to discuss the following issu
in turn.

decision rule
(A) Investment ' . ]
(B) Optimal financial structure, ?VVhICh will be sub
divided into: !
(a) Cost of alternative methods of financing
(b) Cost of mix of financing and its }mpact on
the cost of other methods of financing
(¢) Impact of leverage on the financial health of
a company
" (d) Leverage limits for a company
(e) How to arrive at a weighted average cost of
capital

INVESTMENT DECISION RULE

Capital expenditures have a unique char_actzgltsitzl;i
which involves commitment of resources tqdayhm futur,e
pation of benefits over a period gf time in the ol to'
Businesses have developed a vamgty of appr(‘za.ct.en i
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convention-born recipes. One such recipe is the New
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land Theory which restricts the amount of capital
expenditures to the volume of profits earned in a fiscal
period.  Another recipe is the Banker’s Theory which
suggests that expansion by borrowing should occur as and
when the incremental rate of return on the incremental
capital exceeds the incremental borrowing cost of the
added capital.

However, the above recipes do not provide a scientific
basis to the investment decision-making process, in view
of the absence of a precise objective. A precise formulation
of the decision rule in respect of investment decision,
embracing the Concept of maximisation of stockholders’
welfare is necessary. The latter ig implicit in the decision
rule which accepts only investment proposals with positive

net present worth. Thus the following criteria can be laid
down :

(a) If the marginal efficiency of the incremental
outlay is greater than the cutoff point or if
the present value of the prospective
incremental savings is greater than the
present value of the estimated incremental
outlay, ie. Net Present Value ig positive
when both are capitalised at the cutoff point,
the proposal is an intramarginal proposal.
The rate of return is greater than cost and
hence it is an acceptable proposal. It is worth
while to hold the cash consumption propensity
in abeyance in favour of future reward.

(b) If the marginal efficiency of capital is equal
to the cutoff rate or if the present value of
the prospective incremental savings is equal
to the present value of the estimated
incremental outlay, ie. Net Present Value
equals zero when both are capitalised at the
cutoff point, the proposal is a marginal pro-






