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The objective in decision making

An Objective: what a firm is trying to accomplish.
4iga A8 Al Jglaile & <o Cagll
A firm should have one objective because it needs a systematic way to make

decisions, having multiple objectives makes the decision making difficult
especially if objectives were contradictory.
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Examples (objective of a firm): ((AS i) Can) Al

1. Maximize profit ) madaat |1
2. Minimize risk Dbl Jilis 2
3. Minimize cost adsall Julss 3
4. Maximize revenue Glal Y aalaat 4
5. Maximize market share Gl A lghas alaai §
6. Maximize shareholders wealth. Craaluall 35 5 alae’ 6

Etc. el

Characteristics of a good objective:

1. It should be measurable.
2. It should be clear.

3. The objective determined shouldn't create any cost to any sector group in the
society.
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According to the corporate finance theory, the corporation can choose ONE of the
following objectives as its objective:

1. Maximize firm value. (broadest)
2. Maximize shareholders' wealth.
3. Maximize stock price. (Narrowest)
el CongS A Calaa ) aaf sl AS EN (e ¢ S il Jy gat Ay plail 16

(JaiY) Cargll) ASHal A abas |
O Lial) o}).ue_a‘au 2

(3Y) Cangll) agud) jruw ailani 3

+ If the corporation chooses "maximize firm value" as its objective. This objective is
justified only if the following assumptions hold:

) il YY) CalS 13 Y Caagl) I s S W, Ll g€ AS ) dad audiat AS AN < Al 13
T AaE

1. No conflict of interest between stockholders and managers. (agency problem)
Ol 5 (paalisall (s liad) 8 bl Y]

2. No social cost and if there are any, it can be traced back to the firm.

AS Al ) Lgela ) (Sa ¢ A4S (gl llia S 1)) 5 dpelainl A 5 Y2

1. Relationship between stockholders and the managers:
M Theory: managers work for the best interest of the stockholders. They fear being
fired or replaced by shareholders voting in the annual general meeting (AGM) or
by the board of directors (BOD).

[ Reality: stockholders have little control over the firms, managers put their
interest first.

EﬁmswwtgﬁZ\AM\
Oo bl (S e agdlaiind ol aaa sk o o e 08830 Gaeabuall dalias Jal (e Jery peaall ol 5 4 laill B
BSOIY) Galae Ji (e el g nealisall (5 53l aladl g laia ) (8
Yj\?GAJL.AAUJJ..]JAJ\w;)&&ﬂ‘é&ﬁ@‘wdﬂhﬂ&yuﬂ@\%&;\3..)331‘ Ftl

Reasons behind the conflict of interest between stockholders and managers:

ol 5 cppaalioal) cpu lbaall Gt o) 5 Al )

1. The annual general meeting failed to discipline management because:
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a. Minority stockholders don't attend the meeting because they think that they
won't make any difference, it doesn’'t make financial sense to do so. Proxy
statements are rarely filled, and when filled, voting with the CEO is the norm.

b. Passive institutional investors who vote with their feet when they are unhappy
with the CEO. Vote with their feet means that they sell stocks and leave the
company.

Al CluSd 3y u_mh b (o gl olall slaiay) Jaé 1

el il e ilaiall (e ails ¢ B3 sl | shang Ol pedl ()3 0 g lain W) ABY) sealie any Y 3
Saclall a3l a5l ga Cagaail ) 5Ss ¢ Laila i 5 ¢ QS5 by e iy le |, Gl Ll

il Gud )l e Cpal ) e 535S Ladie agalaily () g saay Al () galll () g sl () 5 el b
AS AN O 5SS s agned) O s agd) (Fm agalally Dy sl

2. The BOD failed to discipline management because:

a. The directors don't spend enough time on board, they sit on more than one
board.

b. Lack of Expertise.
c. CEO /chairman "part of BOD" duality. (Lack of accountability)

d. Inside directors and even independent directors "outsider directors" have in
reality some relation with the CEO.

e. Directors usually own small stakes of equity received as part of their
compensation.

Al S 31yl a5 ey Lulae J 2
.A;\j“a)\ﬁl&d.;“dﬂ_)i‘sigﬁo)“l%-)e@cﬁju\&écgégﬁjd}ﬁﬁ\ﬁy 3
Bl o= b
(Aol i) 52 51" £ 1Y) Godin i e 52" 8131 ol o] 62880 G M)

ol g A8l (amy @8 5ll d agodl™ () g JAD) (5 el G slall (55 paall (s O salalall (5 el d
s anl)

r
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3. Powerlessness of stockholders due to:

a. Voting right -> Multiple classes versus single classes.

b. Founder to be an owner in the corporation.
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c. Passive investors either individuals or institutions, but we focus more on
institutions in corporate finance. They have very large number of votes but they
don't vote at all, instead they sell their stocks if they didn't like the CEO.

d. Investors with competing interest such as the government or the employment.
e. Corporate crossholding -> Pyramid Structure

o (paalid) jae 3

s g culid Jilda adie Clid <- Cuypaill 3 g
AS 8 8 S Gunsall 05 0f b
e Osisar Y agiSl @l pall e laa S dae sl Gl se sl 1l 1S 6 ) g 0 sl & 5 el €
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Consequences:

1. Fighting hostile takeover via:

a. Green mail: the manager buys the stocks at a price even at a price higher than
the price offered by the acquire with the stockholders' money in order not to
lose his/ her job.

b. Golden Parachute: it allows the manager to receive a certain amount of money
in case of a takeover.

c. Poison Pills: Making the corporation unattractive and costly to be bought.
2. Paying too much on takeovers (acquisitions):

3. Anti-takeover amendments -> need stockholders' consent.
28 gal)

e el S A ]
Crpatlisall I 5als 3 gainall A oy (21 jandl (e el jmay sl sma agual) paall (g ik pmd¥l a3
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Solutions (Remedies):

1. Make the manager think like stockholders by having or owning stocks in the firm.

2. Effective BOD: Limited number of directorships, more outsiders, smaller board, no
CEO/Chairman duality, nomination committee, and annual evaluations for CEO.

3. Increase shareholders' power by promoting activism, providing updating
information, and having a major shareholder being part of management.

4. Maintain the threat of a takeover as a disciplinary mechanism.
:J slad)
A, (B agusl el DA o (ppelisall Jia S paall Jaa ]

¢ yraal 313 Galaa s ccma JA o) jaall e 2 el 5 63 oY) Gulae eliac ] e 3 gama dacr Jladll 5 oY) Lulaa 2
(N G U A sl Sl 5 cmad Al Aind g B )Y Galae (5 288N Gl G A 53 )) a5 20

SOV e o S oy palie 3 ga g9 ¢ Aane ilaglea 8639 ¢ Tl ja8 IS (e Cpealuall 38800 5 | 3
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2. Relationship between the firm and the society

o Theory: social costs can be ignored or they can be priced and traced back to
the firm.

o Reality: social costs could be considerable but cannot be traced back to the
firm. There is an ethical dilemma: maximizing firm value or focusing on the
society interest.

:&A:@ASL_’ :\S)uﬁ‘ Q..'\,\:\AM\ 2

AN ) L g o ysmast (S 5l TeLain V) RIS Jalad (g 2y ki [
padaaty LA Aliana i, 3,81 Y Lol ) (S Y OS5 308 Lo laia V) CallSil (K3 o Sy d3gaY) B
asinall daliae e 5SS 380 das
Consequences: society pays a high price while socially irresponsible firms are
maximizing their value.

Leiad alin e Lelainl Al aad) e S a0 Jant Loty Unal i aainall gy o) gad)

Remedies:
1. Law
2. make it an economic interest to be socially responsible.

3. Customer boycotting
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4. Investors boycotting
i sl
osal
Lelaial Y gsae 0sS8 of Laba@y) daliad) e Jza 2
S il ¢ Saal) Aadalia |3
IS Al ) sealiall dxdalsa 4

4+ The corporation can choose "maximize shareholders wealth" as its objective. This
objective can be justified if the following assumptions hold:
1. No conflict between stockholders and managers.
2. No social cost and if there are any, it can be traced back to the firm.
3. No conflict of interest between stockholders and bondholders.

adld 2 il ST S 13 Caagl 108y 55 S s, Ll CangSM aanbinal) § 5 5 aidia™ i) A< AN Sy 4
el s Cpadliall G a0 Y]
A0 ) Lol ) e ¢ A of lia S 13 Bpelaial iS5 0 5 Y2
il e g peabisal) G mlbaall B baian Y3

3. Relationship between stockholders and bondholders
At ulala\_g e-@-uii\ laa O 48Nl

o Theory: the lenders (bondholders) of the firm are fully protected.
SN () ppana RS A (i) slala) o g il 2y k) O
o Reality: the bondholders are taken advantage in 3 ways:
:Gob3 ol Jlla (e 33 Al 18l gl D
1. Investing in risky assets.
3hall g il 5 Jgall 8 jaiiny) ]
2. Additional borrowings -> less cash flow available.

2l il (a5 3axi ) (5255 Adla) s A .2

3. Additional dividends -> less cashflow available to repay debts -> lower bond
prices while higher stock prices.
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Consequences: 1) gal)

Transfer of wealth from bondholders to stockholders, which affects the firm's
reputation.

A e Glo i Laa ¢ Cpanbiall ) cliiad) el e 85 ) Jis
Remedies: :dsiad)

1. Debt covenants paced on the issuer regarding investment, borrowings, and
dividend policy.

LY a5 Al s Gl BV 5 JLuL Gl Le uadl Gle Lo i ¢ gall Cilagas ]

2. Add conversion feature to the bondholders to convert their bonds into a
specific number of stocks as a result become stockholders.

Osedluse | sanad dagii agul) (e 23 230 ) agilaie o gaid clannd) JLelad g saill 3 30 dila) 2
3. Puttable bonds allow the bondholders to put the bonds back at par.

st (5 siual) ) i) ale sy calaind)  ead auza o AL laiad) mans |3

+ If the corporation chooses "maximize stock price" as its objective. This objective
can be justified if the following assumptions hold:
Aails 200 il Y1 cailS 13 Cangl) 138y 55 Sy s, Led CaagS" agouad) s adind® A< 530 < A 1Y 4

1. No conflict between stockholders and managers.
ol g paalisdl G a xi e o Y]
2. No social cost and if there are any, it can be traced back to the firm.
A8l ) Leela ) Sah ¢ 4SS gl llin S 135 Apelaia) AT a5 Y2
3. No conflict of interest between stockholders and bondholders.
_Q‘M‘&B}Mw\w@w\‘;y)uﬁéﬁy 3
4. The financial markets are efficient and investors are rational.
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4. Relationship between the firm and the financial markets:
Adlal) (3 g g AS Jid) o ABNad) 4

[ Theory: managers don't lie or mislead market about future prospects of the
firm. The investors are rational, they assess all the information available to make
their investment decisions and thus stock prices reflect the true of the company.

Osasiys ¢ Gidlie (g patinnall, A8 5N Aliiuall GEY) Ly (3 guall G sllimy ol 023 Y (5 paallz Ay el
Al Aiga (S agu) ol (8 Ul 5 ¢ 4 L gl )l JASY daliall cile sheall paan anihy
o Reality: there are 2 problems:

Information problem: information can be misleading or sometimes delayed
especially in case of bad news.

Market problem: inefficient markets, overreaction in case of bad news or good
news and prices don't reflect all information available.
8 Ep LPREI 1Y cﬁ\jj\
Al AV s il el ey 85 Al o dllias e slaal 0585 o oSy Sl slaall WG
oS3 Y g sl Sl S Al LAl Al 84 i) Jadll o ¢ il e (3l (sl A
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Consequences: No guarantee that stock price is an unbiased estimate of the true
value of the company.

AS Al ARaal Al jnie e 0 58 aend) Hru ()l Jea a0 Y ) gal)

Remedies:

Improve the quality of the information either by law (disclosures) or by creating
market for information through analysis.

Enhance the market efficiency by lowering market trading cost, free access to
information and earning rewards when making good investment decisions and
paying the price when making bad investment decisions.
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END OF THE CHAPTER
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