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From the Chair -- By James S. Dyer  

I would like to encourage more research and more communication regarding the 
relationship between applications of decision analysis to major problems in business, and 
approaches to these same problems that are recommended in traditional financial theory. 
I believe that decision analysis has been clearly recognized as an important tool for the 
evaluation of major decisions in the public sector, and several consulting firms have 
demonstrated their value to a variety of corporate clients through applications in 
marketing, research and development, manufacturing, and corporate strategy. However, I 
believe that it would be worthwhile to pay additional attention to the apparent 
contradictions in the approaches to the analysis of business decisions that are prescribed 
by decision analysis and by financial theory. Let me motivate my concern by relating a 
conversation that I had with a Ph.D. student in finance who was sitting in on my course in 
decision analysis in the middle 1970s. I had just finished a lecture on the use of decison 
trees and utility functions to choose among risky alternatives, and had illustrated the 
concepts by suggesting a capital budgeting problem that might be considered by a major 
corporation. After class, the student commented to me that he thought these ideas were 
intellectually interesting, but irrelevant for practical applications. His reasoning was that 
the Capital Asset Pricing Model was the only theoretically correct model for capital 
budgeting for a publicly held corporation, and that the CAPM should be used to choose 
the appropriate risk-adjusted discount rate for a straight forward NPR analysis of a 
forecast of expected cash flows.  

In almost 20 years since his comment, I have seen relatively few articles dedicated to a 
synthesis of decision analysis and finance. Modern textbooks in finance now recognize 
that decision trees may be useful in an analysis of some capital budgeting problems, but 
still cling to the idea of selecting the appropriate "risk-adjusted" discount rate for each 



project. However, even these same textbooks recognize that this illusive "risk-adjusted" 
discount rate may be difficult to determine. For example, the following comment appears 
in the fourth edition of Principles of Corporate Finance by Brealey and Myers:  

Why are some real assets risky and others relatively safe? ...We suggested a few reasons 
for differences in project betas--differences in operationg leverage, for example, or in the 
extent to which a project's cash flows respond to the performance of the national 
economy. These are useful clues, but we have as yet no general procedure for estimating 
project betas. Assessing project risk is therefore still largely a seat-of-the-pants matter.  

And so we find that the actual application of financial theory to capital budgeting is based 
on a subjective estimate of a project beta. In contrast, applications of decision analysis are 
often criticized because the assessment of a corporate risk attitude expressed in the form 
of a utility function is viewed as too subjective.  

I am pleased that some progress on these issues is being made. For a recent example, I 
would point to the paper "Valuing Risky Projects: Option Pricing Theory and Decision 
Analysis" by James E. Smith and Robert F. Nau that was listed among the abstracts in the 
December 1992 Decision Analysis Newsletter. I look forward to seeing more papers that 
focus on this same theme in the future. In addition, I am aware that several sessions on 
the relationship between decision analysis and finance have been scheduled by the SIG 
for future meetings. I look forward to these sessions, and to the possibility that they will 
also help to stimulate additional research on this important topic.  

 

New Council Members - Congratulations to Lee Merkhofer and Jim Smith on their 
election to the SIG Council!  
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