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This study aimed to present a study case how financial decisions are 
based  on the analysis of the ratio between economic profitability and 
interest rate. Two variants  have been presented as follows : V1 : 
profitability rate 12 % <interest rate 18 %  and V2 : profitability rate 12 
% >interest rate 9 %. The owner of the agricultural company has the 
intention  to apply for three  borrowings alternatives : A- Euro 8,000 , B- 
Euro 15,000 and C- Euro 20,000 in order to complete his  equity which 
counts for Euro 10,000 at the moment . The calculations have proved that 
the wise  financial decision  is in case of V2 , because borrowings  
contribute to the increase  of economic profitability . The higher the 
borrowing level , the higher the economic profitability after borrowing. If 
the company’s owner uses  just his  equity , he would get only  Euro 1,200 
profit . For Euro 8,000 borrowing , he  would  get  Euro 1,440 profit. For 
Euro 15,000 borrowing , he  would get  Euro 1,650 profit and finally, for 
Euro  20,000 borrowing , he  would get Euro 1,800 profit. 
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INTRODUCTION 
 

Financial Management  involves to make the right decisions 
concerning the volume and structure of financial resources (1). The main 
financial resource is undoubtely  owner’s equity but many times it has to be 
supplemented  by external borrowings in order  to develop the firm 
business. The profitability depends on the ratio between internal and 
external financial resources (2,3 ) . The literature and  financial practice 
have put into evidence that there are two situations the firms are facing: 
either  a low profitability , because internal  financial resources are higher 
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than the external ones  or a high profitability  , in case of  external resources 
higher than the internal ones (4) . When  economic profitability is low , the 
managers must not make  any financial decisions related to borrowings , 
because  the debt degree will be higher and the risk of lack of solvency also. 
For this reason it is wise  to compare the profitability rate with the interest 
rate . If economic profitability is higher than interest rate , borrowings are 
welcome  to complete the owner’s equity and develop the company 
business. If economic profitability is lower than interest rate , the leverage 
effect is  negative and the firm must not  borrow money (5). In this context , 
this paper presents a study case concerning economic profitability  as a 
selection criterium  for making financial decisions.  

 

MATERIAL AND METHOD 
 

This paper aimed to present a study case  concerning the financial 
management  of an agricultural  company whose owner’s equity is Euro 
10,000 and profit Euro 1,200 . The owner would like to know if he could 
apply for short term loans in order to develop  his business or not . He has to 
chose one of three borrowing alternatives : A – Euro 8,000, B – Euro 15,000 
and C – Euro 20,000. There are two variants which must be also considered: 
V1 , whose  interest rate is a fixed one and counts for  18 % and V2 , whose 
interest rate is  9 %. In order to draw the right financial decision , the 
following indicators have been determined :Economic Profitability 
(Profit/Owner’s Equity ), Total invested Capital ( Owner’s Equity plus 
Borrowings) , Profit to Invested Capital ( Total Invested Capital x Economic 
Profitability ) , Interest  ( Borrowings x Interest Rate ) , Profit to Invested 
Capital minus Interest Paid, Economic Profitability after borrowing  and 
Profit /Loss due to Leverage Effect. 
 

RESULTS AND DISCUSSIONS 
 

Variant 1- Economic Profitability 12 % >Interest Rate 18 % .  
Taking into consideration that the firm profit is Euro 1,200  and Owner’s 
Equity Euro 10,000 , the economic profitability  rate is  12 % .  Also, 
considering the interest rate   18 % , for the three  variants of borrowings  
the  interest value is : Euro 1,440  if the company applies for  borrowings of 
Euro 8,000 (A),  Euro 2,700  if  the company applies for  borrowings of 
Euro 15,000 (B) and Euro 3,600 if the firm  borrow  Euro 20,000 (C). 
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Taking into account  the owners equity and borrowings level , the total 
invested capital counts for Euro 18,000 (A), Euro 25,000 (B) and Euro 
30,000 (C). As a consequence, the profit to the invested capital    is : Euro 
2,160 (A), Euro 3,000 (B) and Euro 3,600  (C). 

Therefore , the firm must not borrow  because the economic 
profitability is lower than the interest rate ( profitability rate 12 % < interest 
rate 18 % ) . If the compnay will borrow money , its profit will be less and 
less. For instance, for Euro 8,000 borrowing , the company registers Euro 
720 profit , less than Euro 1,200 before borrowing. For Euro 15,000 
borrowing , the firm’s profit is  even less  ,  Euro 300 . For Euro 20,000 
borrowing , that is  double than the owner’s  equity , the firm’s profit is 
zero. 

Table 1 
Financial Management in case of Variant 1  

- Economic Profitability 12 % >Interest Rate 18 % -  
Borrowing Alternatives  Specification  M.U. 

A B C 
Owner’s Equity Euro 10,000 10,000 10,000 

Profit Euro 1,200 1,200 1,200 
Economic 

Profitability  
% 12 12 12 

Interest Rate % 18 18 18 
Borrowings Euro 8,000 15,000 20,000 

Interest Euro 1,440 2,700 3,600 
Invested Capital Euro 18,000 25,000 30,000 

Profit to 
Invested Capital 

Euro 2,160 3,000 3,600 

Profit after 
borrowing 

Euro 720 300 0 

Economic 
Profitability 

after Borrowing  

%  7.20 0.30 0 

Loss due to the 
negative 

Leverage Effect  

Euro - 480 - 900 -1,200 

Financial 
Decision  

- No borrowings  No borrowings  No borrowings  

 

As a conclusion , borrowings do not  help the company at all , on the 
contrary they  diminish the economic profitability   as follows: 12 %  
financing based on owner’s equity , 7.20 %  financing  based on owner’s 
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equity supplemented with Euro 8,000 borrowings  ,  0.30 % financing based 
on owner’s equity  and Euro 15,000 borrowings  and 0 %  financing based 
on owner’s equity and Euro 20,000 borrowings. 

The higher the loss due to the negative leverage effect , the higher 
the borrowings . More concrete, the company could register   Euro 480 loss  
if  it borrowss  Euro 8,000 , Euro 900 loss if it borrows  Euro 15,000 and  
Euro 1,200 if  the borrwing counts for  Euro 20,000 as presented in Table 1. 

Variant 2- Economic Profitability 12 % >Interest Rate 9 % .In this 
case , the interest value  will be Euro 720 (A), Euro 1,350 (B) and Euro  
1,800 (C) . The firm profit after borrowing money will be Euro 1,440 (A), 
Euro 1,650 (B) and Euro 1,800 (C) . As a result , the economic profitability  
after borrowing  will be higher  as follows : 14.40 % in case of A , 16.50 % 
in  case of B and 18.00 % in case of C as presented in Table 2.  

Table 2 
Financial Management in case of Variant 2  

- Economic Profitability 12 % >Interest Rate 9 %  
Borrowing Alternatives  Specification  M.U. 

A B C 
Owner’s Equity Euro 10,000 10,000 10,000 

Profit Euro 1,200 1,200 1,200 
Economic 

Profitability  
% 12 12 12 

Interest Rate % 9 9 9 
Borrowings Euro 8,000 15,000 20,000 

Interest Euro 720 1,350 1,800 
Invested 
Capital 

Euro 18,000 25,000 30,000 

Profit to 
Invested 
Capital 

Euro 2,160 3,000 3,600 

Profit after 
borrowing 

Euro 1,440 1,650 1,800 

Economic 
Profitability 

after Borrowing  

%  14.40 16.50 18.00 

Loss due to the 
negative 

Leverage Effect  

Euro +240 +450 +600 

Financial 
Decision  

- Borrowing is 
welcome 

Borrowing is 
welcome 

Borrowing is 
welcome  
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The higher the borrowing , the higher the firm economic profitability 
after borrowing. As a consequence , the profit due to the positive leverage 
effect  counts for Euro 240 in case of A, Euro 450 in case of B and Euro 600 
in case of C. The higher the borrowing , the higher the profit after 
borrowing. 

As a conclusion , the company owner  decides to take short term 
borrowings in order to complete his equity , because the economic 
profitability rate  is higher than the interest rate. 

The borrowings could lead to an economic growth , the higher the 
borrowings , the higher the firm profit . More concrete, if the company uses 
just the owner’s equity , it could get just Euro 1,200 profit . For Euro 8,000 
borrowing , it could get  Euro 1,440 profit. For Euro 15,000 borrowing , it 
could get  Euro 1,650 profit and finally, for Euro  20,000 borrowing , the 
company could get Euro 1,800 profit. 

Therefore, borrowings are welcome  only if the profitability rate is 
higher than the interest rate. In this case,  borrowings will contribute to the 
increase  of economic profitability . The higher the borrowing level , the 
higher the economic profitability. 
 

CONCLUSIONS 
 

1. A company could decide to borrow money in order to complete 
the owner’s equity only when its  economic profitability rate  is higher than 
the interest rate. 

2. The borrowings could lead to an economic growth . The higher 
the borrowings , the higher the firm profit . 

3.Therefore , borrowings  contribute to the increase  of economic 
profitability . The higher the borrowing level , the higher the economic 
profitability after borrowing. 

4. For this study case , if the company uses just the owner’s equity , 
it could get just Euro 1,200 profit . For Euro 8,000 borrowing , it could get  
Euro 1,440 profit. For Euro 15,000 borrowing , it could get  Euro 1,650 
profit and finally, for Euro  20,000 borrowing , the company could get Euro 
1,800 profit. 

5.Economic profitability  must be considered an essential criteriun  
in financial management .  
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