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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.

A% 5 oY) Jglat Le paatl s o A 58 S zUaT o

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

Because we need a systematic way of decision making, competing
objectives can be contradictory

Aailine Fudlinad) Glas Y (55 o s ¢l JASY Adagie Ak ) £lias WY

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

1) Maximize firm value (Least restrictive(. ) lafas J8Y1 (A il Aad aylans
2) Maximize shareholders wealth.  .(maluall 35 5 andass

3) Maximize share price (most restrictive) .) lusi Y1 ( agaall o akand
4) Maximize profits . zLY! akass

5) Maximize revenues .2 is) sall alaas

6) Minimize risks . shlaal Juls

7) Minimize costs . <\l Jul&s

¢ characteristics of a good objective :

1. clear and unambiguous .
sl (e A g a5
1.  Measurable .
ol Al
1. does not create costs for other entities.

LAY sl Callss ;i Y
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¢ The goal of a firm objective could be one of the following :

1) Maximize firm value 5 least restrictive. (a3 J8V1) A< ,50) A ailaes
= Assumptions that must hold : Jes3 o) ey (Al Dbl yi8Y)

A. No social cost and if there is any it can be traced back to the firm.
AN ) el ) (S A4S (g lia IS 135 Ao laia) AddSS aa 3 Y
B. No conflict of interest between stockholders and the managers

Ol g Cpatbisall G mllaall 8 o jlal an 0 Y

2) Maximize shareholder's wealth (eaboall 5 5 55 arlan’

= Assumptions that must hold : <tuza sl
A. No social cost and if there is any it can be traced back to the firm.

ASLEN ) e la ) (S 43S (5 llia S35 Do Laia) 445 s 53 Y
B. No conflict of interest between stockholders and the managers .
el g Cpealuall u mlladl) b jlaian g Y
C. No Conflict of interest between stockholders and bondholders.

(i) Alas g Cpatball G pdlaall 8ol Y

3) Maximize stoek prices - most restrictive. Iuiai VI age) e arlae

= Assumption that must hold : <l 4l
A. No social cost, and if any, they can be traced back to the firm .

LA Y Lol ] (S RS (5 i S 13) 5 e Lainl A5 20 5 Y
B. No conflict of interest between stockholders and managers.
ol g Gpaaluall G mllaall (8 jlaiaa g Y
C. No conflict of interest between stockholders and bondholders.

i) dles 5 Cpaaluall G mdbad) & cojlas Y
D. financial markets are efficient and investors are rational.

Osidie () 5 paiinall g Allad L) (5 gy

pioaded By anonymous



FINN3300 Chapter 2 (sl A g

1) Relationship between managers and shareholders

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

toh L agdlasial o aaask i 2V Cpaalisdl daliadl () 5 aall Jasy 14y il
a. shareholders voting in the annual General meeting (AGM) .

( AGM) s sind) s ganll Lnanll g lain) 8 paalialli@y gl
b. The board of directors (BOD) .

_3)\&2}” u.ul;n o

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

s ¢ LAl e s plan) e Qi ) salisall @lliag : o gl ¢ Laia) )] ARGl
LY agalaial (g5l

2) The board of directors (BOD), 83} ulas
= they have failed to discipline management because:
-l ul.w)l 5 ylay! u.uu (.Nﬁ | lid
A. Most of them don't spend enough time on the board, because they sit on
other boards.

Ls‘);ic\}“ésu‘}us&a@—ly6DJM\‘;Q\;3SG§J?€_ALM‘“_¢AS£Y

B. lack of expertise. .3_uall adi
C. Inside directors and independent directors have some relation. with the CEO.

sl a5l e ABMa) i maal Cplinall oyl s (Il o puadll

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

22l e e 3aS aeagnl 05l agdl i ¢ pgnd) e B gia an ()5 ) dllie Lesale

E. Duality = The CEO is the chairman of the board of directors
BV Galas () 8 (285l Lt )l € A 52 3Y)
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3) Powerlessness of stockholders (pealudll jac
= comes from the ownership structure: A4Skl JSa e
A. Voting rights- single class vs multiple classes of shares.

) e Ba2ae i J)la Bas) 5 A58 € Cy gaaaill (3 g8
B. Founder owner. s Sl

C. Passive investors VS active investors . Jilaa & guluall o jaiiisall
_“! ;..!\ O:\ Toae n

D. Stockholders with competing interest=> government, employees as
shareholders .

CadlsaS () silh sall 5 o Sall € Auliiall mllaall 553 ) satlosall

E. Corporate cross holdings = pyramid structure.
(d IS el all A halial) i)

+» Reasons for the failure of AGM to discipline managements :

=  Stockholders usually don't attend the annual meeting :
s siall Laial) o) sanlisall pmsy Y 30le
i, It wouldn't make a financial sense to do SO . el dalill e el aLall ikia ¢S o
ii.  they don't fill their proxies. a3 s ¥
ii. ~ They don't feel they can change . sl ¢ gdaion agi) 9 2l ¥

* Consequences: %Y
1. Fighting hostile takeover by = using greenmail golden parachute, poison pills .

wndl g ¢ Al Allal) aasind € Bask oo DY) A jlas

2. Anti-takeover amendments ¢ JiwY) AadlSa G3hasl
3. Paying too much on acquisitions 3 saiu¥) Glwle e )5S 2d

|Pagebs
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* Remedies:

How to reduce the agency problem? ¢ 4 5l) A5 1y Jla5 oS

1) Make managers think like shareholders by having equity stakes in the firm .
AS AN (B Ganas ) IR (e Cpealisall Jia (5888  padall Jasl

2) Increase shareholder power : (seabuall 3 58 324

A. promoting activism .

ALl 3 =3B, having single class share .

C. provide the stockholders with enough and better informations .

3) more effective board of directors ; 4lled yiSI 3 )13 Gulaa
A. limiting the number of directorships.

BIY) (das eliac] 23 (e aal)

B. Smaller BOD more effective.
:\_tn.d )ﬁi ):uai}[\ EJ\JX\ u.d;.q

C. fewer insider and more independent investors.

odEiall ¢ cpalladd) c piiall (g 8T 22e

D. more directors are selected by a nominating committee.
el Aiad U8 e Gl (e 20 5al) )
4) Maintain the threat of takeover as a disciplinary mechanism.

Al S 3L aagt e Lalall
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2) Relationship between stockholders and bondholders.

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

Oaabodd) 8 (pe AL 3 jalian (pe JelSIL () siane 48 33l g jia -y latl)

®  Reality: Bondholders are taken advantage of in thee ways which are :

Al kel colasad) Alas e BalELLY o Mﬂ\
1. Cash flow rights creditors have fixed claimants on from's cash flows
. Agaal) sl e o ¢ G sallae (gamal) (3431 (3 gaa SNy (s
2. They do not share in the upside risk if projects succeed.
gobisal) i 13] 3 gl lalaa b8 Ui Y gl
3. They bear a significant cost if projects fail

e LAl b 1) 5 5 RIS () slasy

® examples of the conflict : ¢! sall e ALil

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

G bha Ll ALl U seald) Jaay 1L biall) suhall Jga¥) b liinY)
Ay lesy Y chlaiad) Alaa o s
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.

ol g cpall A Baly ) ated ¢ Sl e caladl) Hhlia ddlaial oo B € ALY ) sEY)

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 .

2 Sl olly ¢ Qe @ gl Sl Al i) € FALSY) Al e il

u\M\JLu.n\()As;.u W&MJ\)M&JJ&LJ}»EJ#
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* Consequences: \Wealth transfer from bondholders to shareholders this
also can affect the firm’s reputation.

A AN A Ao Kal Caalusadl ) cilaiadl Alas (s g A ygad i o) Sy 1) gald)
* Remedies: Js\~)
A. Covenants: that restrict firms investment, divided and additional
debt policies.
Al g danial) ¢ gl ldpus 5 S il 385 ) 1l gl

B. Become shareholders via convertible bonds (at the bondholder
option) .

(il Jala Sl asn) o saill AL i) JUA (e et lise | sasiay 0

C. Put able bonds: gives the bondholder , the risk to put the bond

back to the issue at par .
5 sbsal) 238 e laay) ) skl sale) jhlas iull Jala Jaey 300 claindl # 5l

3) Relationship between the firm and financial markets

B 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 .
ol (UL 5 il slaall aas i e (38 5 () sDlae Jilaal)

® Reality: there are two problems: (lilKin ¢llia ;488al)

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 .

fald e gleall s (ad) Gmn b Galally dalad) e gleal e g aadl 1cila shaall 2
e e glaall ()55 8 51 )3 ped) BIE] 2m Aranl) pr salh S (A 15081 (55 Lanic
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ii. Market problem: inefficient markets, overreacting, not
assimilating information well into price.

) s O e glaall Clagiasd e ¢ Jadll 3y 8 Aalliall ¢ Aladll e (3l a2 s} A
« Consequences: No guarantee that the market price will be unbiased

estimate of true value.

CAaaal) Aasll jate pe 15008 () S (3 sl s Ol e aa 0 Y 1) gl

« Remedies: Js))
1. Improve the quality of information either by laws or by creating
market for information (analysts) .

)0 slaa( il slaall (§ g L) 305k e 5l Al 2 sl IR (e o) s Cila slaall 33 5 aaan
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.

sie ) ¢ e shaall ) g sl) A g g ¢ Jghail) ASE omi A (e (3 paall 36LS 3 a0

Al agud) A LY die (il g g saall agnd) A L)

4) Relationship between firm and society

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

A, e Lelianp la et (o 5l Lelalad (o Cpmy BI 438 Loy gl By Laia Y1 LSl 14 ol

B 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.

andin 4, gine s AT Aliana llia 4S80 Y Leela ) Sar Y (S5 50 A Laia V) CallSl () 55 8 1 AR GaY)

ainall a V) daliadll Jilie 48 L8l dad
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* Consequences: Society pays a high price while socially irresponsible
firms maximize their wealth.

s i Lo laial A g sl e S Hall Lain Usaly Tl aaianall aday 1) gl

* Remedies: J s

1. Make it an economic interest to the firm to be a good citizen .
CBlla Ll sa ) 5S84 580 Aalaiy) daliadl) e Jzal
2. Laws . ol 8l

3. Customer boycotting the products of firms that are not acting
socially well .

Caa O Lo laial Jead ¥ 3l S il cilaiial el dadalis

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

s O Uelaial Jead Y 31 ClS il Cilains / agu () jafiusal) Aalalis

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) Anincrease 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.

pioaded By anonymous



FINN3300 Chapter 2 (sl A g

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.

pioaded By anonymous
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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 .

Financial markets are efficient and rational .

Information about the firm is provided both timely and unbiased .

All of the above .

None of the above .

mOoOoOow

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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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
(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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