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ABSTRACT

Corporate value is created or destroyed through decisions: which businesses to enter, which projects to fund, which companies  
to acquire, how to finance growth and how much cash to return to owners. This article examines financial decision-making from 
a strategic management perspective. It argues that the quality of financial decisions depends not only on technical tools such as  
discounted cash flow analysis, but also on how decisions fit a firm’s resources and competitive position, how decision processes  
are organised and how managers’ judgement is shaped by cognitive biases and incentives. The article first defines value creation  
in terms of returns on invested capital relative to the cost of capital. It then links finance to strategic management theories,  
including  the  resource-based  view,  dynamic  capabilities  and  stakeholder  theory.  Key financial  decisions  are  examined  as 
strategic choices: internal capital allocation, mergers and acquisitions, diversification, financing and payout, and investment  
under uncertainty using real options. The article reviews evidence on bounded rationality, managerial overconfidence, escalation 
of commitment and short-termism, and discusses how governance can improve decision quality. It closes with lessons from the 
Indian corporate context and a framework for value-creating financial decisions.
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1. INTRODUCTION

The  value  of  a  company  is  the  result  of  thousands  of 
decisions  made  over  many  years.  Some  are  large  and 
visible, such as a major acquisition or a decision to enter a 
new  country.  Others  are  routine,  such  as  approving  a 
capital budget, extending credit to customers or choosing 
between leasing and buying equipment. Taken together, 
these  decisions  determine  whether  a  firm earns  returns 
above its cost of capital, and therefore whether it creates 
or destroys value for its owners and stakeholders.

Finance and strategic management have traditionally 
approached these decisions from different angles. Finance 
emphasises  valuation,  risk  and  the  cost  of  capital,  and 
offers tools such as net present value (NPV) to evaluate 
alternatives.  Strategic  management  emphasises 
competitive  advantage,  resources  and  capabilities,  and 
asks  how  a  firm  can  achieve  sustained  superior 
performance.  In  practice,  the  two  perspectives  are 
inseparable. A project with a positive NPV on paper may 
fail if it does not fit the firm’s capabilities; a strategically 
attractive move may destroy value if it  is overpriced or 
poorly financed.

A further complication is that decisions are made by 
people, within organisations, under uncertainty. Managers 
have  limited  information  and  attention,  are  subject  to 
cognitive biases and face incentives that  may not  align 
with  long-term  value.  Research  in  behavioural  finance 

and organisational decision-making has shown that these 
factors systematically affect corporate outcomes.

This  article  brings  these  strands  together.  Section 2 
defines  corporate  value  creation.  Section  3  connects 
finance  to  strategic  management  theory.  Section  4 
examines  key  financial  decisions  as  strategic  choices. 
Section  5  discusses  the  behavioural  dimension  of 
decision-making. Section 6 addresses governance. Section 
7  considers  the  Indian  context.  Section  8  proposes  a 
framework  for  value-creating  decisions,  and  Section  9 
concludes.

2. WHAT IS CORPORATE VALUE CREATION?

A company creates value when the cash flows it generates 
over  time  are  worth  more  than  the  capital  invested  to 
produce  them,  after  accounting  for  risk.  Koller  et 
al. (2015)  summarise  this  principle  in  terms  of  two 
drivers: return on invested capital (ROIC) and growth. A 
firm  creates  value  only  when  its  ROIC  exceeds  its 
weighted average cost of capital (WACC). Growth adds 
value only when it is achieved at returns above the cost of 
capital;  growth  at  returns  below  it  destroys  value, 
however impressive the increase in revenue.

The value created in a given period can be expressed 
simply as:

Value  created  =  Invested  capital  ×  (ROIC  − 
WACC)
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This  relationship,  closely  related  to  the  economic 
value added measure popularised by Stewart (1991), has 
several  implications  for  decision-making.  First,  profit 
alone  is  not  enough:  a  business  can  report  accounting 
profits while earning less than its cost of capital. Second, 
the  cost  of  capital  is  a  real  cost,  reflecting  the  returns 
investors  could  earn  elsewhere  at  similar  risk.  Third, 
decisions  should  be  evaluated by their  effect  on future 
cash  flows  and  risk,  not  by  their  short-term  effect  on 
reported  earnings.  Damodaran  (2012)  emphasises  that 
every valuation ultimately rests on three questions: how 
much cash a business will generate, when it will generate 
it and how uncertain those cash flows are.

Value creation for shareholders need not conflict with 
the  interests  of  other  stakeholders.  Jensen  (2001) 
proposed  enlightened  value  maximisation,  under  which 
firms  seek  to  maximise  long-term  total  value  while 
recognising  that  this  requires  satisfying  employees, 
customers,  suppliers  and communities.  Freeman (1984), 
the founder of stakeholder theory, argued that managers 
must attend to all groups that can affect or are affected by 
the firm’s objectives. A strategic perspective on financial 
decisions  therefore  takes  a  long-term  view  in  which 
stakeholder relationships are themselves sources of value.

3. FINANCE MEETS STRATEGIC MANAGEMENT

3.1 The resource-based view
Barney  (1991)  argued  that  sustained  competitive 
advantage arises  from resources that  are  valuable,  rare, 
difficult  to  imitate  and  difficult  to  substitute.  From  a 
financial perspective, such resources allow a firm to earn 
returns  above  its  cost  of  capital  for  long  periods.  The 
resource-based  view  implies  that  financial  decisions 
should be judged partly by whether they build, exploit or 
protect such resources. An acquisition that gives access to 
a unique technology or distribution network may justify a 
premium; one that adds only generic assets is unlikely to 
create value.

3.2 Dynamic capabilities
Teece et al. (1997) extended the resource-based view by 
emphasising  dynamic  capabilities:  a  firm’s  ability  to 
integrate,  build  and  reconfigure  its  competences  in 
response  to  changing environments.  Financial  decisions 
about  research,  training,  information  systems  and 
organisational  change  are  investments  in  such 
capabilities. Because their payoffs are uncertain and long-
term, they are easily underfunded when capital budgeting 
focuses narrowly on short-term, measurable returns.

3.3 Strategy as a portfolio of options
Strategic choices often create future opportunities rather 
than  immediate  cash  flows.  Entering  a  new  market, 
piloting  a  product  or  acquiring  a  small  stake  in  a 
technology company may be valuable mainly because it 
creates options to expand later. Dixit and Pindyck (1994) 
and  Trigeorgis  (1996)  showed  that  conventional  NPV 

analysis  can  undervalue  such  investments  because  it 
ignores  managerial  flexibility,  the  ability  to  expand, 
delay,  switch  or  abandon  as  uncertainty  resolves.  Real 
options  reasoning  provides  a  bridge  between  financial 
valuation and strategic thinking.

4. KEY FINANCIAL DECISIONS AS STRATEGIC 
CHOICES

Table 1
Financial Decisions as Strategic Choices

Decision area Strategic question
Main value 
driver affected

Internal capital 
allocation

Which businesses and 
projects deserve funding?

ROIC and growth 
mix

Mergers and 
acquisitions

Will combining with 
another firm create more 
value than it costs?

Synergies versus 
premium paid

Diversification Does owning several 
businesses add value 
beyond what investors can 
achieve alone?

ROIC across the 
portfolio

Financing What capital structure 
supports strategy at an 
acceptable cost and risk?

WACC and 
financial 
flexibility

Payout Should cash be reinvested 
or returned?

Reinvestment 
returns versus 
investor 
alternatives

Investment under 
uncertainty

How should flexibility and 
timing be valued?

Option value of 
future choices

4.1 Internal capital allocation
In multi-business firms, headquarters acts as an internal 
capital  market,  allocating  funds  among divisions.  Stein 
(1997) argued that internal capital markets can add value 
when  headquarters  is  better  informed  than  outside 
investors  and  actively  moves  funds  from  weaker  to 
stronger projects.  Bower (1970),  in his  classic study of 
resource allocation, showed that capital budgeting is not 
simply  a  technical  calculation  but  an  organisational 
process  shaped  by  how  proposals  are  generated, 
sponsored and championed through the hierarchy. Firms 
that  allocate  capital  according  to  divisional  bargaining 
power or historical shares, rather than prospective returns, 
risk subsidising weak businesses at the expense of strong 
ones.

4.2 Mergers and acquisitions
Acquisitions  are  among  the  largest  and  most 
consequential financial decisions a firm makes. Andrade 
et  al. (2001),  reviewing  decades  of  United  States 
evidence,  found  that  target  shareholders  typically  gain 
substantially  from  mergers.  Acquirers’  shareholders, 
however, earn returns close to zero on average, with many 
deals  destroying  value.  The  central  reason  is  that 
acquirers often pay premiums that exceed the synergies 
they can realistically achieve. Value-creating acquisitions 
require a clear strategic rationale, disciplined valuation, a 
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realistic  estimate  of  synergies  and  careful  integration 
planning.

4.3 Diversification
Diversification into unrelated businesses was once widely 
seen as a way to reduce risk and exploit managerial skills. 
Finance  research  raised  doubts.  Lang  and  Stulz  (1994) 
and Berger and Ofek (1995) found that diversified firms 
in  the  United  States  traded  at  a  discount  relative  to 
portfolios  of  comparable  single-segment  firms. 
Explanations  include  inefficient  internal  capital 
allocation, overinvestment in weak segments and agency 
problems.  However,  in  emerging  markets  with  weak 
institutions,  business  groups  may  create  value  by 
substituting  for  missing  capital,  labour  and  product 
markets,  as  Khanna  and  Palepu  (2000)  found  for 
diversified  Indian  business  groups.  The  value  of 
diversification thus depends on institutional context.

4.4 Financing as a strategic choice
Financing decisions shape strategy as well as reflecting it. 
High leverage can discipline managers  and provide tax 
benefits, but it reduces financial flexibility and increases 
vulnerability  to  downturns.  Firms  that  wish  to  pursue 
aggressive  growth  or  invest  through  cycles  may  prefer 
conservative  capital  structures  and  substantial  cash 
reserves. Financing choices also send signals to markets: 
equity issues may be read as a sign that managers believe 
shares  are  overvalued,  while  debt  issues  and  buybacks 
may signal confidence in future cash flows.

4.5 Payout decisions
Deciding whether to reinvest earnings or return them to 
shareholders is a test of strategic discipline. Reinvestment 
creates value only if the firm has opportunities that earn 
more than shareholders could earn elsewhere. Firms with 
large cash flows but  few attractive opportunities face a 
temptation to invest in low-return projects or acquisitions. 
Returning  cash  through  dividends  or  buybacks  in  such 
cases can protect value and signal managerial discipline.

4.6 Investment under uncertainty
Many  strategic  investments  are  partly  irreversible  and 
made under deep uncertainty about demand, technology 
or regulation. Dixit  and Pindyck (1994) showed that in 
such  conditions  the  option  to  wait  has  value,  so  firms 
should  require  returns  well  above  the  cost  of  capital 
before committing. At the same time, staged investments 
can  create  valuable  options  to  expand.  Real  options 
thinking  encourages  firms  to  structure  investments  in 
phases, invest in pilots and learning, and build flexibility 
into contracts and assets.

5. THE BEHAVIOURAL DIMENSION OF FINANCIAL 
DECISIONS

5.1 Bounded rationality
Simon (1955) argued that decision-makers are boundedly 
rational:  they  have  limited  information,  time  and 

cognitive  capacity,  and  therefore  satisfice  rather  than 
optimise. In corporate finance, bounded rationality means 
that managers rely on rules of thumb, such as payback 
periods and hurdle rates, simplify complex problems and 
may  overlook  alternatives.  Graham and  Harvey  (2001) 
found that while most large firms use NPV and internal 
rate  of  return,  many  also  rely  on  simpler  heuristics, 
particularly smaller firms.

5.2 Overconfidence and hubris
Roll  (1986)  proposed  the  hubris  hypothesis:  acquiring 
managers overestimate their ability to create value from 
targets  and  therefore  overpay.  Malmendier  and  Tate 
(2005)  found  that  overconfident  chief  executives, 
identified  by  their  reluctance  to  exercise  in-the-money 
stock options, were more sensitive to internal cash flow in 
their investment decisions. They overinvested when cash 
was plentiful. Malmendier and Tate (2008) further found 
that  overconfident  chief  executives were more likely to 
undertake acquisitions, especially diversifying ones, and 
that markets reacted more negatively to their deals.

5.3 Loss aversion and escalation of commitment
Kahneman and Tversky (1979) showed that people weigh 
losses  more  heavily  than  equivalent  gains  and  become 
risk-seeking when facing losses. Staw (1976) found that 
decision-makers  who  are  personally  responsible  for  an 
initial investment tend to escalate commitment to it after 
negative feedback, allocating further resources to justify 
the original choice. In corporate settings, these tendencies 
lead managers to continue funding failing projects, delay 
write-offs and resist exiting unprofitable businesses.

5.4 Short-termism
Graham et  al. (2005) surveyed more than 400 financial 
executives  and  found  that  a  majority  would  sacrifice 
positive-NPV projects to avoid missing quarterly earnings 
targets. Such short-termism reflects pressures from capital 
markets,  compensation  tied  to  near-term  metrics  and 
career concerns. It leads firms to underinvest in research, 
brand building,  training and other  sources of  long-term 
value.

6. GOVERNANCE AND THE QUALITY OF FINANCIAL 
DECISIONS

Because  financial  decisions  are  vulnerable  to  agency 
problems and cognitive biases,  governance mechanisms 
play an important role in improving decision quality.

• Independent  and  informed  boards can 
challenge management’s assumptions, especially 
on major acquisitions and capital projects.

• Structured  decision  processes,  such  as 
requiring  explicit  alternatives,  independent 
reviews  and  pre-mortems  that  imagine  how  a 
decision  could  fail,  counteract  overconfidence 
and groupthink.
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• Post-investment  audits compare  actual 
outcomes  with  original  projections,  creating 
accountability and organisational learning.

• Incentive  design that  rewards  long-term value 
creation,  through  deferred  equity,  multi-year 
performance  metrics  and  clawback  provisions, 
reduces short-termism.

• Transparent  disclosure of  capital  allocation 
decisions and their outcomes allows investors to 
assess management’s record.

• Clear exit criteria set  at  the start  of a project 
make it  easier  to stop investments that  are not 
performing, reducing escalation of commitment.

7. THE INDIAN CONTEXT

Indian  corporate  experience  illustrates  many  of  these 
themes.

• Business groups. Many large Indian companies 
belong  to  diversified  family-controlled  groups. 
While groups can create value in markets with 
institutional gaps, they also raise questions about 
capital  allocation  across  affiliates  and  the 
treatment of minority shareholders.

• Over-leverage  and  stressed  assets. The 
investment boom of the mid-2000s was followed 
by a build-up of stressed loans in sectors such as 
infrastructure,  power,  steel  and  aviation.  The 
collapse  of  Kingfisher  Airlines  in  2012,  after 
years of losses and heavy borrowing, illustrated 
how aggressive expansion financed by debt can 
destroy  value.  Many  such  cases  reflected 
optimistic  demand  forecasts,  underestimated 
project risks and escalation of commitment.

• Cross-border  acquisitions. Indian  firms 
undertook  major  overseas  acquisitions  in  the 
2000s,  including  in  steel,  automobiles  and 
telecommunications.  Outcomes  varied  widely, 
underlining  the  importance  of  disciplined 
pricing,  realistic  synergy  estimates  and 
integration capability.

• Governance reform. The Companies Act 2013 
strengthened  requirements  for  independent 
directors,  audit  committees  and  related-party 
transaction  approvals.  The  highly  publicised 
boardroom  dispute  at  Tata  Sons  in  late  2016 
brought  questions  of  governance,  capital 
allocation  within  groups  and  the  evaluation  of 
loss-making businesses into wide public debate.

• Insolvency  reform. The  Insolvency  and 
Bankruptcy Code 2016 introduced a time-bound 
process for resolving distress. By increasing the 
consequences  of  default  for  promoters,  it  is 
expected  to  encourage  more  prudent  financing 
and investment decisions.

8. A FRAMEWORK FOR VALUE-CREATING 
FINANCIAL DECISIONS

Drawing  on  the  preceding  discussion,  value-creating 
financial decisions can be guided by six principles.

1. Anchor every decision in value. Ask whether 
the decision will raise returns above the cost of 
capital or support growth at returns above it.

2. Test strategic fit. Assess whether the decision 
builds or exploits resources and capabilities that 
are valuable, rare and hard to imitate.

3. Value flexibility. Use real options thinking for 
uncertain, strategic investments, structuring them 
in stages where possible.

4. De-bias  the  process. Require  alternatives, 
independent challenge, explicit assumptions and 
pre-defined  exit  criteria  to  counter 
overconfidence and escalation.

5. Align incentives with long-term value. Reward 
managers  for  sustained  performance,  not  for 
short-term earnings or the size of the empire they 
build.

6. Learn from outcomes. Conduct post-investment 
reviews  and  use  the  lessons  to  improve  future 
decisions.

9. CONCLUSION

Corporate  value  creation  depends  on  the  quality  of 
financial  decisions,  and  the  quality  of  those  decisions 
depends  on  more  than  technical  analysis.  A  strategic 
management  perspective  shows  that  financial  choices 
must fit the firm’s resources, capabilities and competitive 
position, and must account for the value of flexibility in 
uncertain  environments.  Research  on  internal  capital 
markets,  acquisitions  and  diversification  demonstrates 
that  many large financial  decisions destroy value when 
strategic logic, pricing discipline or execution is weak.

Behavioural  research  adds  that  managers  are 
boundedly  rational  and  prone  to  overconfidence,  loss 
aversion,  escalation  of  commitment  and  short-termism. 
Good governance, structured decision processes and well-
designed  incentives  can  reduce  these  risks.  For  Indian 
firms,  experiences  with  over-leverage,  cross-border 
acquisitions and group governance, together with recent 
reforms in company law and insolvency, underline these 
lessons.  Firms  that  integrate  financial  discipline  with 
strategic  insight  and  sound  decision  processes  are  best 
placed to create value that is substantial, sustainable and 
shared with their stakeholders.
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