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The	Objective	In	Decision	Making	
Chapter	2		

		

 	

• Every	corporation	needs	an	ultimate	objective	to	specify	what	
management	is	trying	to	achieve.		

	  .ھقیقحت ةرادلإا لواحت ام دیدحتل يئاھن فدھ ىلإ ةكرش لك جاتحت •
		
		

• Why	do	we	need	only	one	ultimate	objective	not	many?		

؟ریثك ریغ دحاو يئاھن فدھ ىلإ طقف جاتحن اذامل   • ✓ 
Because	 we	 need	 a	 systematic	 way	 of	 decision	 making,	 competing	
objectives	can	be	contradictory 	

	  .ةضقانتم ةسفانتملا فادھلأا نوكت نأ نكمی ، رارقلا ذاختلا ةیجھنم ةقیرط ىلإ جاتحن اننلأ ✓
		

v Objective	of	Corporate	finance / what a corporate is trying to accomplish? 	

1) Maximize firm value (Least restrictive(.   .) ًادیقعت لقلأا ) ةكرشلا ةمیق میظعت  	
2) Maximize	shareholders	wealth.      . نیمھاسملا ةورث میظعت   	
3) Maximize	share	price	(most	restrictive) .) ًادیقت رثكلأا )  مھسلا رعس میظعت  	
4) Maximize profits . حابرلأا میظعت   	
5) Maximize revenues . د ئاوعلا میظعت   	
6) Minimize risks . رطاخملا لیلقت  	
7) Minimize costs . فیلاكتلا لیلقت  	

 	
 	

v characteristics of a good objective : 	
 	

i. clear and unambiguous . 	
	 .ضومغلا نم ةیلاخو حضاو  

ii. Measurable .  	

	. سایقلل ةلباق 

iii. does not create costs for other entities. 	

	.ىرخلأا تانایكلل فیلاكت ئشنت لا 
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v The goal of a  firm objective could be one of the following : 	
 	

1) Maximize firm value è least restrictive. ( ًادیقعت لقلأا ةكرشلا  ةمیق میظعت (  
ð Assumptions that must hold : لمحت نأ بجی يتلا تاضارتفلاا 	

A. No social cost and if there is any it can be traced back to the firm. 

ةكرشلا ىلإ اھعاجرإ نكمی ةفلكت يأ كانھ ناك اذإو ةیعامتجا ةفلكت دجوت لا .   	

B. No conflict of interest between stockholders and the managers	

	 .نیریدملاو نیمھاسملا نیب حلاصملا يف براضت دجوی لا
  

2) Maximize shareholder's wealth  نیمھاسملا ةورث میظعت   	
ð Assumptions  that must hold : تایضرفلا  

A. No social cost and if there is any it can be traced back to the firm.	

	.ةكرشلا ىلإ اھعاجرإ نكمی ةفلكت يأ كانھ ناك اذإو ةیعامتجا ةفلكت دجوت لا

B. No conflict of interest between stockholders and the managers .	

  . نیریدملاو نیمھاسملا نیب حلاصملا يف براضت دجوی لا 	

C. No Conflict of interest between stockholders and bondholders.  	

  .تادنسلا ةلمحو نیمھاسملا نیب حلاصملا يف براضت لا
 	

3) Maximize stock prices ➔ most restrictive.  (ًادیقعت رثكلأا مھسلأا راعسأ میظعت   	
ð  Assumption that must hold : تایضرفلا    	

A. No social cost, and if any, they can be traced back to the firm .   

 .  ةكرشلا ىلإ اھعاجرإ نكمی ةفلكت يأ كانھ ناك اذإو ةیعامتجا ةفلكت دجوت  لا

B. No conflict of interest between stockholders and managers.  

 .نیریدملاو نیمھاسملا نیب حلاصملا يف براضت دجوی لا

C. No conflict of interest between stockholders and bondholders.  

  .تادنسلا ةلمحو نیمھاسملا نیب حلاصملا يف براضت  لا
D. financial markets are efficient and investors are rational.  

   .نوینلاقع نورمثتسملاو ةلاعف ةیلاملا قاوسلأا
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1)	Relationship	between	managers	and	shareholders		
		

▪  Theory	 :	 Managers	 work	 for	 the	 best	 interest	 of	 shareholders	
because	they	fear	being	fired	or	replaced	by:	 	

	 :يلی امب مھلادبتسا وأ مھدرط نوشخی مھنلأ نیمھاسملا ةحلصمل نوریدملا لمعی :ةیرظنلا
a. shareholders	voting	in	the	annual	General	meeting	(AGM)	.			

	) (AGM يونسلا ةیمومعلا ةیعمجلا عامتجا يف نیمھاسملا تیوصت .أ
b. The	board	of	directors	(BOD)	.		

	 .ةرادلإا سلجم .ب
 	

▪  Reality	:		1)	The	annual	meeting	:	Stockholders	have	little	control	over	
the	firms,	managers	put	their	interest	first. 	

 عضیو ، تاكرشلا ىلع ةرطیسلا نم لیلقلا نومھاسملا كلتمی :يونسلا عامتجلاا (1 :ةقیقحلا

	 .ً لاوأ مھمامتھا نوریدملا
		

2)	The	board	of	directors	(BOD)	 ةرادلإا سلجم 		
ð they	have	failed	to	discipline	management	because:		 : 

		:	ةیلاتلا بابسلأل ةرادلإا بیدأت يف اولشف

A. Most	of	them	don't	spend	enough	time	on	the	board,	because	they	sit	on	
other	boards.		

	.ىرخأ حاولأ ىلع نوسلجی مھنلأ ، ةروبسلا ىلع اًیفاك اًتقو مھمظعم يضقی لا
	

B. lack	of	expertise.		. 	ةربخلا صقن 	
C. Inside	directors	and	independent	directors	have	some	relation.	with	the	CEO. 	

  .يذیفنتلا سیئرلا عم .ةقلاعلا ضعب مھیدل نیلقتسملا نیریدملاو نییلخادلا نیریدملا
	

D. Directors	 usually	 own	 small	 stake	 of	 equity,	 they	 even	 receive	 their	
stocks	as	part	of	their	remuneration.	 	

.مھروجأ نم ءزجك مھمھسأ نوقلتی مھنإ لب ، مھسلأا نم ةریغص ةصح نوریدملا كلتمی ام ةداع  
 

E. Duality	➔	The	CEO	is	the	chairman	of	the	board	of	directors		

	 .ةرادلإا سلجم سیئر وھ يذیفنتلا سیئرلا ç ةیجاودزلاا
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3)	Powerlessness	of	stockholders	 نیمھاسملا زجع 		

ð comes	from	the	ownership	structure:	 ةیكلملا لكیھ نم يتأی  		
 	

A. Voting	rights➔	single	class	vs	multiple	classes	of	shares.  	

	  . مھسلأا نم ةددعتم تائف لباقم ةدحاو ةئف ç تیوصتلا قوقح
 	

B. Founder	owner. سسؤم كلام   	
	

C. Passive	investors	VS	active	investors	. 	  لباقم نویبلسلا نیرمثتسملا
نیطشنلا نیرمثتسملا 	

D. Stockholders with competing interest➔ government, employees as 
shareholders . 	

	  .نیمھاسمك نوفظوملاو ةموكحلا ç ةسفانتملا حلاصملا ووذ نومھاسملا
 	

E. Corporate	cross	holdings	➔	pyramid	structure.	
  . يمرھ لكیھ çتاكرشلل ةعطاقتملا تاینتقملا 	

  	
 	

❖ Reasons for the failure of AGM to discipline managements :  	

  :   بیدأت يف ةیداعلا ةیمومعلا ةیعمجلا لشف  بابسأ

ð    Stockholders usually don't attend the annual	meeting	:	

	 يونسلا عامتجلاا نومھاسملا رضحی لا ةداع
i. It wouldn't make a financial sense to do so . ةیلاملا ةیحانلا نم كلذب مایقلا يقطنم نوكی نل  	

ii. they don't fill their proxies. مھئلاكو نولأمی لا   	

iii. They don't feel they can change . ریغتلا نوعیطتسی مھنا نورعشی لا     	

 
  	

• Consequences: راثلاا    	
1. Fighting	hostile	takeover	by	➔	using	greenmail		golden	parachute,	poison	pills	 . 

مسلا بوبح ، ةیبھذلا ةلظملا مادختسا ç  قیرط نع يئادعلا ءلایتسلاا ةبراحم 	

2. Anti-takeover	amendments	 ءلایتسلاا ةحفاكم تلایدعت  		
3. Paying	too	much	on	acquisitions	 ذاوحتسلاا تایملع ىلع ریثكلا عفد  		
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• Remedies:		
		

How	to	reduce	the	agency	problem? ؟ ةلاكولا ةلكشم نم للقت فیك    	
 	
1) Make	managers	think	like	shareholders	by	having	equity	stakes	in	the	firm	.		

	 .ةكرشلا يف صصح كلاتما للاخ نم نیمھاسملا لثم نوركفی نیریدملا لعجا
 	

2) Increase	shareholder	power	:	 نیمھاسملا ةوق ةدایز  	
		

A. promoting	activism	.		

 . طاشنلا  زیزعت B. having single class share . 	

	 .ةدحاو ةئف ةصح ىلع لوصحلا
C. provide the stockholders with enough and better informations . 	

	  .لضفأو ةیفاك تامولعمب نیمھاسملا دیوزت
		
3) more	effective	board	of	directors	: ةیلاعف رثكا ةرادإ سلجم 		

 	
A. limiting	the	number	of	directorships. 	

	 .ةرادلإا سلجم ءاضعأ ددع نم دحلا
 	

B. Smaller BOD more effective. 	
	 .ةیلاعف رثكأ رغصلأا ةرادلإا سلجم 

 	
C. fewer insider and more independent investors. 	

	   .نیلقتسملاو نیعلطملا نیرمثتسملا نم لقأ ددع
 	

D. more directors are selected by a nominating committee. 	

	  .حیشرتلا ةنجل لبق نم نیریدملا نم دیزملا رایتخا متی
		
4) Maintain	the	threat	of	takeover	as	a	disciplinary	mechanism.		

  .ةیبیدأت ةیلآك ءلایتسلاا دیدھت ىلع ظافحلا
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2) Relationship	between	stockholders	and	bondholders. 	
		

▪  Theory: The lenders of the firm are fully protected from 
expropriation by stockholders .  	

	 .نیمھاسملا لبق نم ةیكلملا ةرداصم نم لماكلاب نویمحم ةكرشلا وضرقم :ةیرظنلا
 	
§ Reality:	Bondholders	are	taken	advantage	of	in	thee	ways	which	are	:	

  : ةیلاتلا قرطلاب تادنسلا ةلمح نم ةدافتسلاا متی : ةقیقحلا
1. Cash	flow	rights	creditors	have	fixed	claimants	on	from's	cash	flows		

	. ةیدقنلا تاقفدتلا نم نوتباث نوبلاطم يدقنلا قفدتلا قوقح ينئاد ىدل  
2. They	do	not	share	in	the	upside	risk	if	projects	succeed.	 

 عیراشملا تحجن اذإ دوعصلا رطاخم يف نوكراشی لا مھنإ
3. They	bear	a	significant	cost	if	projects	fail  

 .عیراشملا تلشف اذإ ةریبك ةفلكت نولمحتی
  

§ examples	of	the	conflict	:	 عارصلا ىلع ةلثما  	

1. Investing	in	risky		assets	(projects .	)	:			stockholders	are	tempted	
to	take	risky	investments	while	bondholders	are	not	.	

 يف ةرطخ  تارامثتساب مایقلا ىلإ نومھاسملا لیمی :).عیراشملا( ةرطخلا  لوصلاا يف رامثتسلاا
		 .كلذ نولعفی لا تادنسلا ةلمح نأ نیح

2. Additional borrowing ➔  probability of default risk increases, 
when debt ratio increases, bond rating drops, the price of bonds fall 
to reflect the higher default risk. 	

 ضافخناو نیدلا ةبسن ةدایز دنعف ، دادسلا نع فلختلا رطاخم ةیلامتحا دادزت ç يفاضلإا ضارتقلاا

		 .دادسلا نع فلختلا رطاخم عافترا سكعیل تادنسلا رعس ضفخنی ، تادنسلا فینصت
		

3. Additional	 divided	 payment	 ➔  cash	 available	 to	 repay	 debt	
decreases	,	debt	is	more	risky.	stock	price	will	in	crease		while	bond	
prices	decreases	will	decrease .		

  ر ثكأ نویدلاو ، صقانتت نویدلا دادسل ةحاتملا ةیدقنلا ç ةیفاضلإا ةمسقملا تاعوفدملا

	 .تادنسلا راعسأ ضفخنت امنیب مھسلا رعس عفتری فوس ةروطخ
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• Consequences:  Wealth	transfer	from	bondholders	to	shareholders	this	

also	can	affect	the	firm’s	reputation. 	

	 .ةكرشلا ةعمس ىلع اضًیأ نیمھاسملا ىلإ تادنسلا ةلمح نم ةورثلا لیوحت رثؤی نأ نكمی :بقاوعلا 

• Remedies:	 لولحلا   	
A. Covenants:	that	restrict	firms	investment,	divided	and	additional	

debt		policies.		
	 .ةیفاضلإاو ةمسقملا نویدلا تاسایسو تاكرشلا رامثتسا دیقت يتلا :تادھعتلا	

		
B. Become	shareholders	via	convertible	bonds	(at	the  bondholder	

option) . 	

.)تادنسلا لماح رایخ بسح( لیوحتلل ةلباقلا تادنسلا للاخ نم نیمھاسم اوحبصی نأ  
 	

C. Put able bonds: gives the bondholder , the risk to put the bond 
back to the issue at par .  	

	  . ةاواسملا مدق ىلع رادصلإا ىلإ دنسلا ةداعإ رطاخم دنسلا لماح يطعی :ةرداقلا تادنسلا حرط
 	

3) Relationship	between	the	firm	and	financial	markets		
		

▪  Theory:	Managers	of	the	firm	do	not	mislead	or	lie	to	markets	
about	the	firms’	future	prospects,	investors	in	return	are	rational	
and	able	to	assess	all	the	information	and	thus	the	price	. 	

 يفنورمثتسملاو ، تاكرشلل ةیلبقتسملا قافلآا نأشب قاوسلأل نوبذكی وأ نوللضی لا ةكرشلا وریدم :ةیرظنلا

	  .رعسلا يلاتلابو تامولعملا عیمج مییقت ىلع نورداقو نوینلاقع لباقملا
 	

▪  Reality:	there	are	two	problems:  ناتلكشم كانھ  :ةقیقحلا   	
i. Information	problem:	the	price	is	based	on	public	and	private	

information.	Sometimes	information	is	delayed	especially	when	
it	is	bad	news	(publishing	on	Friday	afternoon	after	market	
closure)	or	information	can	be	misleading	.		

	 ةصاخ تامولعملا رخأتت نایحلأا ضعب يف .ةصاخلاو ةماعلا تامولعملا ىلع دمتعی رعسلا :تامولعملا ةلكشم

	 . ةللضم تامولعملا نوكت دق وأ (قوسلا قلاغإ دعب ةعمجلا موی رھظ دعب رشُنت) ةئیس ارًابخأ نوكت امدنع
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ii. Market  problem:  inefficient markets, overreacting, not 

assimilating information well into price. 	

	.رعسلا يف دیج لكشب تامولعملا باعیتسا مدع ، لعفلا در يف ةغلابملا ، ةلاعفلا ریغ قاوسلأا :قوسلا ةلكشم 
• Consequences:	No	guarantee	that	the	market	price	will	be	unbiased	

estimate	of	true	value. 	

	 . ةیقیقحلا ةمیقلل زیحتم ریغ ارًیدقت نوكیس قوسلا رعس نأب نامض دجوی لا :بقاوعلا
 	

• Remedies:	 لولحلا   	
1. Improve	the	quality	of	information	either	by	laws	or	by	creating	

market	for	information	(analysts) .		
	  (نوللحم) تامولعملل قوس ءاشنإ قیرط نع وأ ةیلخادلا حئاوللا للاخ نم ءاوس تامولعملا ةدوج نیسحت 

		
2. Enhance	the	market	efficiency	by	lowering	the	trading	cost,	free	

access	 to	 information,	 earning	 reward	 when	 investing	 in	 good	
stock	and	pay	the	price	when	investing	in	a	bad	stock.		

 دنع تآفاكملا بسكو ، تامولعملا ىلإ لوصولا ةیرحو ، لوادتلا ةفلكت ضفخ للاخ نم قوسلا ةءافك زیزعت

	  .ةئیسلا مھسلأا يف رامثتسلاا دنع نمثلا عفدو ةدیجلا مھسلأا يف رامثتسلاا

 	
 	
 	

4) Relationship	between	firm	and	society	 	
 	

▪  Theory:	Social	costs	are	trivial	enough	either	that	they	can	be	ignored	
or	that	they	can	be	priced	and	charged	to	the	firm. 	

	 .ةكرشلا ىلع اھلیمحتو اھریعست نكمی وأ اھلھاجت نكمی ثیحب ةیافكلا ھیف امب ةھفات ةیعامتجلاا فیلاكتلا :ةیرظنلا
 	
 	

▪  Reality:	Social	costs	could	be	considerable	but	can	not	be	traced	to	
the	 firm.	 There	 is	 an	 ethical	 and	moral	 dilemma;	maximizing	 firm	
value	vs.	broader	interest	of	society. 	

 میظعت.ةیونعمو ةیقلاخأ ةلضعم كانھ .ةكرشلا ىلإ اھعاجرإ نكمی لا نكلو ةریبك ةیعامتجلاا فیلاكتلا نوكت دق :ةقیقحلا

	  .عمتجملل عسولأا ةحلصملا لباقم ةكرشلا ةمیق
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• Consequences:	Society	pays	a	high	price	while	socially	irresponsible	
firms	maximize	their	wealth. 	

	 . اھتورث دیزتً ایعامتجا ةلوؤسملا ریغ تاكرشلا امنیبً اظھابً انمث عمتجملا عفدی :بقاوعلا
 	

 	
• Remedies:	 لولحلا   	

 	
1. Make	it	an	economic	interest	to	the	firm	to	be	a	good	citizen .		

 . احًلاصً انطاوم نوكت نأ ةكرشلل ةیداصتقلاا ةحلصملا نم لعجا
2. Laws	.     نیناوقلا
		
3. Customer	boycotting	the	products	of	firms	that	are	not	acting	

socially	well . 		

	 . دیج لكشبً ایعامتجا لمعت لا يتلا تاكرشلا تاجتنمل لیمعلا ةعطاقم
 	

4. Investors	boycotting	the	stocks/bonds	of	firms	that	are	not	acting	
socially	well.		

	 . دیج لكشب اًیعامتجا لمعت لا يتلا تاكرشلا تادنس / مھسلأ نیرمثتسملا ةعطاقم
		

		
		
 	
 	
 	
 	
 	
 	
 	

	THE END	♥ 	
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Problems and solutions chapter 2 	

 	
 	

1) Annual	Meeting:	Stockholders	may	not	show	up	at	annual	
meetings	or	be	provided	with	enough	information	to	have	effective	
oversight	over	incumbent	management.	In	addition,	the	corporate	
charter	is	often	tilted	to	provide	incumbent	managers	with	the	
advantage,	if	there	is	a	contest	at	the	annual	meeting.		Board	of	
Directors:	Directors	are	often	chosen	by	the	incumbent	managers	
(rather	than	by	stockholders),	own	few	shares	and	lack	the	
expertise/information	to	ask	tough	questions	of	incumbent	
managers.		

		
		

2) (A)	An	increase	in	dividends:	Make	existing	debt	riskier	and	
reduce	its	value.	Bondholders	can	protect	themselves	by	
constraining	dividend	policy.			
(b)	A	leveraged	buyout:	If	the	existing	debt	is	not	refinanced	at	the	
“new”	interest	rate,	existing	bondholders	will	find	the	value	of	their	
holdings	are	lower	after	the	LBO.	Bondholders	can	protect	
themselves	by	inserting	protective	puts	into	their	debt,	allowing	
them	to	put	the	bonds	back	to	the	firm	and	receive	face	value.	(c)	
Acquiring	a	risky	business:	If	a	risky	business	is	acquired,	existing	
bondholders	may	find	themselves	worse	off	since	the	underlying	
debt	is	now	riskier.	Bondholders	can	protect	themselves	by	
restricting	investment	policy.		
		
		
5)	This	strategy	is	likely	to	work	if	higher	market	share	leads	to	
higher	profits	and	cash	flows	in	the	long	term.	If,	on	the	other	hand,	
the	higher	market	share	is	obtained	by	cutting	prices	and	sacrificing	
long-term	profitability,	the	strategy	is	unlikely	to	work.		
		
		
		
	 
 
	

Uploaded By: anonymousSTUDENTS-HUB.com



FINN3300                                     																					Chapter	2                                                													   يبیعش دیحوت

12	|	P a g e	
	

7)	The	ability	to	obtain	equity	capital	without	having	to	give	up	
voting	rights	reduces	the	danger	for	managers	that	they	will	be	
called	to	account	for	bad	actions.	Obviously	this	means	that	
shareholders	cannot	effectively	fulfill	their	roles	as	monitors	of	
managers.		
		
		
10)	If	the	bank’s	stake	in	the	firm	as	a	lender	is	more	important,	
then	it	might	use	its	voting	power	as	a	stockholder	to	ensure	that	
the	firm	does	not	take	risky	projects	even	if	the	NPV	of	these	
projects	is	positive.	The	bank	might	also	push	the	company	to	grow	
through	value	decreasing	methods,	so	that	the	assets	available	for	
it	as	collateral	increase.		
		
		
		
13) The	idea	is	that	bond	holders	by	converting	their	bonds	into	
equity	would	be	able	to	participate	in	the	upside	potential	if	
stockholders	attempt	to	increase	the	riskiness	of	the	firm.	This	
would	decrease	the	incentive	for	stockholders	to	expropriate	
wealth	from	bondholders	in	this	fashion.		
		
		
14) The	problem	is	not	entirely	resolved	by	the	passage	of	such	
legislation	because	it	has	to	be	enforced,	and	enforcement	of	laws	
is	not	costless.	Furthermore,	not	all	social	costs	are	easily	
observable	(at	least	at	the	time	that	they	are	created)	and	by	the	
time	they	are,	it	may	be	too	late.		
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Format		

		
1) The	objective	in	corporate	finance	is	to	maximize	firm	value.	In	

practice,	this	is	often	narrowed	down	to	maximizing	the	stock	
prices,	for	publicly	traded	firms.	For	the	two	objectives	to	be	
equivalent,	which	of	the	following	assumptions	do	you	need	to	
make?  	

A. Bondholders/	Lenders	interests	are	fully	protected	. 	
B. Financial	markets	are	efficient	and	rational	. 	
C. Information	about	the	firm	is	provided	both	timely	and	unbiased	. 	
D. All	of	the	above	. 	
E. None	of	the	above	. 	

 	
2) In	publicly	traded	firms,	the	managers	are	“hired”	and	“fired”	by	

stockholders	and	one	of	the	mechanisms	used	to	exercise	this	
control	is	the	annual	meeting.	Stockholders	who	are	unable	to	go	
to	the	annual	meeting	can	vote	by	“proxy”,	but	many	of	them	
don’t	exercise	that	right.	Barring	a	change	in	the	corporate	charter,	
what	happens	to	these	“unvoted”	proxies	at	most	US	companies?		

A. They	are	not	counted	as	votes	at	the	annual	meeting. 	
B. There	are	counted	as	votes	against	management	at	the	annual	meeting 	
C. They	are	counted	as	votes	for	the	management	at	the	annual	meeting	. 	
D. They	are	split	evenly	for	and	against	management	at	the	annual	

meeting	. 	
E. None	of	the	above	.		

		
3) In	most	publicly	traded	firms,	institutional	investors	(mutual	funds	

and	pension	funds)	hold	a	significant	proportion	of	the	stock.	
Which	of	the	following	statements	best	characterizes	how	“most”	
of	these	investors	behave ? 	

a. They	are	long	term	investors	who	take	an	active	role	in	how	
the	company	is	run,	pushing	managers	to	put	stockholder	
interests	first. 	

b. They	tend	to	go	along	with	incumbent	managers	and	if	they	
are	unhappy	with	a	company’s	direction,	they	sell	their	
shares.		
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4) Which	of	the	following	is	the	primary	mission	of	a	board	of	
directors	in	a	publicly	traded	firm?  	

a. To	provide	advice	and	counsel	to	the	top	managers	of	the	firm. 	
b. To	protect	incumbent	managers	from	stockholder	pressures	and	defend	

them	against	criticism . 	
c. To	ensure	that	top	managers	are	acting	in	the	best	interests	of	the	

stockholders	. 	
d. To	protect	society’s	best	interests. 	
e. None	of	the	above.		

		
5) When	stockholders	have	little	power	over	managers,	managers	

put	their	interests	over	stockholder	interests.	Which	of	the	
following	is	a	clear	example	of	managerial	interests	being	put	
ahead	of	stockholder	interests?  	

a. Borrow	large	amounts	to	fund	a	firm’s	operations. 	
b. Don’t	pay	dividends . 	
c. Refuse	to	do	acquisitions. 	
d. Pay	“greenmail”	to	a	hostile	acquirer. 	
e. Push	stockholders	to	add	anti-takeover	amendments	to	the	corporate	

charter.		
 	
 	
 	
 	
 	
	
	
	
 	
	
	
 	
 	
 	
 	

good attempt ♥ 	
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Quizzes 
 	

1) An activist investor manages to get three of his nominees elected 
to the board of directors at the expense of management 
nominees. This leads to 	

A. Management Power increases. 	
B. Stockholder Power increases. 	
C. No Effect. 	

 	
 	

2) The state passes a law restricting hostile takeovers. This leads to 	
A. Management Power increases 	
B. No effect 	
C. Stockholder Power increase 	

 	
3) Poorly managed firms with stock that has under performed 

the competition are more likely to be targets of hostile 
acquisitions than well-managed firms. 	

A. True 	
B. False 	

 	
 	

4) Boards with more insiders are generally more effective at 
corporate governance than boards with fewer insiders. 	

A. True 	
B. False 	

 	
5) Most decisions made by corporations create costs to society. 

Which of the following is the most efficient way to reduce 
these social costs? (Efficiency implies that the costs 	
created for the non-guilty are minimized.) A. 

Make it illegal to create social costs. 	
B. Convince customers to stop buying the firm's products and 

investors to sell it's stock. 	
C. Make managers take ethics classes. 	
D. Sue companies that create costs for society. 	
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6) Which of the following is a clear and unambiguous example of 
managers putting their interests over stockholder interests? 
(Pick only one) 	
 	

A. Paying greenmail to a bidder to avoid being taken over (in a 
hostile bid). 	

B. Negotiating for a large compensation contract . 	
C. Acquiring another company. 	
D. Paying a large dividend. 	
E. Focusing on increasing the market share of the company. 	

 	
           	

7) Financial markets tend to react negatively to investment 
announcements (R&D, new project) made by firms. 	
 	

A. True. 	
B. False. 	

 	
8) The stock prices of companies often jump when they report their 

earnings. In an efficient market, you would expect stock prices 
to increase when companies report an increase in earnings and 
to drop when they report lower earnings. 	
 	

A. False. 	
B. ◌ًTrue. 	

  	
9) If you were a bondholder lending to a firm and you were 

worried that stockholders would take advantage of you, which of 
the following actions would concern you the most? (Pick only 
one) 	
 	

A. Expansion into a risky new business 	
B. A reduction in debt 	
C. Accumulation of cash in the company D. A cut in the dividends 

paid to stockholders. 	
E. A new stock issue. 	
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10) If we choose firm value maximization as our objective in 
decision making, we do not need to assume that markets are 
efficient. 	

 	
A. True. 	
B. False. 	

 	
 	
 	
11) Which of the following objectives makes the most sense in an 

inefficient market where lenders are not fully protected from 
stockholder expropriation? 	
 	

A. Maximize firm value. 	
B. bondholder wealth. 	
C. Maximize stock prices. 	
D. Maximize stockholder wealth. 	

  	
 	
12) The firm decides to expand its board of directors from 11 

members to 22 members and allows the CEO to pick the 
additional directors. This action will leads to 	
 	

A. Stockholder Power increases. 	
B. Management Power increases. 	
C. No Effect. 	

  	
 	
13) A closely held firm (insiders hold 40% of the 100,000 shares) 

issues 500,000 new nonvoting shares to the public to raise fresh 
capital. This leads to 	
 	

A. Stockholder Power increases 	
B. No Effect 	
C. Management Power increases 	
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14) The	firm	decides	to	expand	its	board	of	directors	from	11	
members	to	22	members	and	allows	the	CEO	to	pick	the	additional	
directors.	
	

A. Stockholder Power increases. 	
B. Management Power increases. 	
C. No Effect. 	

  	
	

15) An	activist	investor	manages	to	get	three	of	his	nominees	elected	
to	the	board	of	directors	at	the	expense	of	management	nominees.	

A. Stockholder Power increases. 	
B. Management Power increases. 	
C. No Effect. 	

	

16) The	state	passes	a	law	restricting	hostile	takeovers. 
 

A. Stockholder Power increases. 	
B. Management Power increases. 	
C. No Effect. 	

	

17) Three inside directors on the board are replaced with 
outside directors, chosen by the CEO.	
	

A. Stockholder Power increases. 	
B. Management Power increases. 	
C. No Effect. 	

 
18) A lender to the firm (a bank) is given a large equity 
position in the firm to compensate for missed interest 
payments. 
 

A. Stockholder Power increases. 	
B. Management Power increases. 	
C. No Effect. 	
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19) The CEO of another firm in the same industry is replaced 
because of poor stock price and earnings performance. 
 

A. Stockholder Power increases. 	
B. Management Power increases. 	
C. No Effect. 	

 
 

20) CalPers, the California Employees Pension fund with a 
history of activism, buys 5% of the outstanding stock in the 
firm. 

A. Stockholder Power increases. 	
B. Management Power increases. 	
C. No Effect. 	

	
 

21) The firm’s stock, which is currently followed by no 
analysts, is added to the list of followed companies at four 
investment banks. 

 
A. Stockholder Power increases. 	
B. Management Power increases. 	
C. No Effect. 	

 
 

22) The corporate charter is changed so that only one-third of 
the board of directors gets replaced each year, instead of the 
entire board. 
 

D. Stockholder Power increases. 	
E. Management Power increases. 	

F. No Effect. 	
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23) The CEO exercises her right to convert 10 million options 
she was granted as part of compensation packages in prior 
years. 

A. Stockholder Power increases. 	
B. Management Power increases. 	
C. No Effect. 	

 
24) Boards with fewer directors are generally more effective 
at corporate governance than boards with more directors. 

a) True  
b) False 

 
 
25) Boards with more insiders are generally more effective at 
corporate governance than boards with fewer insiders. 

a. True  
b. False  

 
26) The marginal investor in a stock is the investor who holds 
the most stock in the company 
 

a. True  
b. False  

 
 
 
 
 

good	luck ♥  
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