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T
he O

bjective in C
orporate F

inance

“If you don’t know
 w

here you are going, it does not
m

atter how
 you get there”

A
sw

ath D
am

odaran

Stern School of B
usiness
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F
irst P

rinciples

Invest in projects that yield a return greater than the m
inim

um
acceptable hurdle rate.
•

T
he hurdle rate should be higher for riskier projects and reflect the

financing m
ix used - ow

ners’ funds (equity) or borrow
ed m

oney (debt)
•

R
eturns on projects should be m

easured based on cash flow
s generated

and the tim
ing of these cash flow

s; they should also consider both positive
and negative side effects of these projects.

C
hoose a financing m

ix that m
inim

izes the hurdle rate and m
atches the

assets being financed.
If there are not enough investm

ents that earn the hurdle rate, return the
cash to the ow

ners of the firm
 (if public, these w

ould be stockholders).
•

 T
he form

 of returns - dividends and stock buybacks - w
ill depend upon

the stockholders’ characteristics.

O
bjective: M

axim
ize the V

alue of the F
irm
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T
he C

lassical V
iew

point

V
an H

orne: "In this book, w
e assum

e that the objective of the firm
 is

to m
axim

ize its value to its stockholders"

B
realey &

 M
yers: "Success is usually judged by value: Shareholders

are m
ade better off by any decision w

hich increases the value of their
stake in the firm

... T
he secret of success in financial m

anagem
ent is to

increase value."

C
opeland &

 W
eston

: T
he m

ost im
portant them

e is that the objective
of the firm

 is to m
axim

ize the w
ealth of its stockholders."

B
righam

 and G
apenski: T

hroughout this book w
e operate on the

assum
ption that the m

anagem
ent's prim

ary goal is stockholder w
ealth

m
axim

ization w
hich translates into m

axim
izing the price of the

com
m

on stock.
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T
he O

bjective in D
ecision M

aking

In traditional corporate finance, the objective in decision m
aking is to

m
axim

ize the value of the firm
.

A
 narrow

er objective is to m
axim

ize stockholder w
ealth. W

hen the
stock is traded and m

arkets are view
ed to be efficient, the objective is

to m
axim

ize the stock price.

A
ll other goals of the firm

 are interm
ediate ones leading to firm

 value
m

axim
ization, or operate as constraints on firm

 value m
axim

ization.
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T
he C

riticism
 of F

irm
 V

alue M
axim

ization

M
axim

izing stock price is not incom
patible w

ith m
eeting em

ployee
needs/objectives. In particular:
•

- E
m

ployees are often stockholders in m
any firm

s

•
- Firm

s that m
axim

ize stock price generally are firm
s that have treated

em
ployees w

ell.

M
axim

izing stock price does not m
ean that custom

ers are not critical
to success. In m

ost businesses, keeping custom
ers happy is the route to

stock price m
axim

ization.

M
axim

izing stock price does not im
ply that a com

pany has to be a
social outlaw

.
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W
hy traditional corporate financial theory

focuses on m
axim

izing stockholder w
ealth.

Stock price is easily observable and constantly updated (unlike other
m

easures of perform
ance, w

hich m
ay not be as easily observable, and

certainly not updated as frequently).

If investors are rational (are they?), stock prices reflect the w
isdom

 of
decisions, short term

 and long term
, instantaneously.

T
he objective of stock price perform

ance provides som
e very elegant

theory on:
•

how
 to pick projects

•
how

 to finance them

•
how

 m
uch to pay in dividends
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T
he C

lassical O
bjective F

unction

ST
O

C
K

H
O

L
D

E
R

S

M
axim

ize
stockholder
w

ealth

H
ire &

 fire
m

anagers
- B

oard
- A

nnual M
eeting

B
O

N
D

H
O

L
D

E
R

S
L

end M
oney

Protect
bondholder
InterestsFIN

A
N

C
IA

L
 M

A
R

K
E

T
S

SO
C

IE
T

Y
M

anagers

R
eveal

inform
ation

honestly and
on tim

e

M
arkets are

efficient and
assess effect on
value

N
o Social C

osts

C
osts can be

traced to firm
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W
hat can go w

rong?

ST
O

C
K

H
O

L
D

E
R

S

M
anagers put

their interests
above stockholders

H
ave little control

over m
anagers

B
O

N
D

H
O

L
D

E
R

S
L

end M
oney

B
ondholders can

get ripped off

FIN
A

N
C

IA
L

 M
A

R
K

E
T

S

SO
C

IE
T

Y
M

anagers

D
elay bad

new
s or 

provide 
m

isleading
inform

ation

M
arkets m

ake
m

istakes and
can over react

Significant Social C
osts

Som
e costs cannot be

traced to firm
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I. S
tockholder Interests vs. M

anagem
ent

Interests

T
heory:  T

he stockholders have significant control over m
anagem

ent.
T

he m
echanism

s for disciplining m
anagem

ent are the annual m
eeting

and the board of directors.

P
ractice:  N

either m
echanism

 is as effective in disciplining
m

anagem
ent as theory posits.
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T
he A

nnual M
eeting as a disciplinary venue

T
he pow

er of stockholders to act at annual m
eetings is diluted by three

factors
•

M
ost sm

all stockholders do not go to m
eetings because the cost of going

to the m
eeting exceeds the value of their holdings.

•
Incum

bent m
anagem

ent starts off w
ith a clear advantage w

hen it com
es to

the exercising of proxies . Proxies that are not voted becom
es votes for

incum
bent m

anagem
ent.

•
For large stockholders, the path of least resistance, w

hen confronted by
m

anagers that they do not like, is to vote w
ith their feet.
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B
oard of D

irectors as a disciplinary m
echanism

T
he A

verage D
irector: U

nderw
orked and O

verpaid
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T
he C

E
O

 hand-picks m
ost directors..

T
he 1992 survey by K

orn/Ferry revealed that 74%
 of com

panies relied
on recom

m
endations from

 the C
E

O
 to com

e up w
ith new

 directors;
O

nly 16%
 used an outside search firm

.

D
irectors often hold only token stakes in their com

panies. T
he

K
orn/Ferry survey found that 5%

 of all directors in 1992 ow
ned less

than five shares in their firm
s.

M
any directors are them

selves C
E

O
s of other firm

s.
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D
irectors lack the expertise to ask the

necessary tough questions..

T
he C

E
O

 sets the agenda, chairs the m
eeting and controls the

inform
ation.

T
he search for consensus overw

helm
s any attem

pts at confrontation.
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T
he B

est B
oards in 1997...
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A
nd the W

orst B
oards in 1997..
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W
ho’s on B

oard? T
he D

isney E
xperience -

1997
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A
 C

ontrast: D
isney vs. C

am
pbell S

oup in 1997

B
E

ST
 P

R
A

C
T

IC
E

S          
C

A
M

P
B

E
L

L
 SO

U
P

       
D

ISN
E

Y

M
ajority of outside directors

O
nly one insider    

7 of 17 m
em

bers

am
ong 15 directors 

 are insiders

B
ans insiders on nom

inating       Y
es                

 N
o: C

E
O

 is

com
m

ittee                        
chairm

an of panel

B
ans form

er execs from
 board 

Y
es                 

N
o

M
andatory retirem

ent age 
 70, w

ith none       
N

one

over 64             

O
utside directors m

eet w
/o C

E
O

 A
nnually            

N
ever

A
ppointm

ent of 'lead director''    Y
es                

 N
o

G
overnance com

m
ittee 

 Y
es                 

N
o

Self-evaluation of effectiveness E
very tw

o years    
 N

one

D
irector pensions 

N
one                

Y
es

Share-ow
nership requirem

ent 
3,000 shares       

 N
one
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A
pplication T

est: W
ho’s on board?

L
ook at the board of directors for your firm

. A
nalyze

•
H

ow
 m

any of the directors are inside directors (E
m

ployees of the firm
,

ex-m
anagers)?

•
Is there any inform

ation on how
 independent the directors in the firm

 are
from

 the m
anagers?



A
sw

ath D
am

odaran
20

D
isney’s B

oard in 2002
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S
o w

hat next? W
hen the cat is idle, the m

ice
w

ill play ....

W
hen m

anagers do not fear stockholders, they w
ill often put their

interests over stockholder interests
•

G
reenm

ail: T
he (m

anagers of ) target of a hostile takeover buy out the
potential acquirer's existing stake, at a price m

uch greater than the price
paid by the raider, in return for the signing of a 'standstill' agreem

ent.

•
G

olden P
arachutes: Provisions in em

ploym
ent contracts, that allow

s for
the paym

ent of a lum
p-sum

 or cash flow
s over a period, if m

anagers
covered by these contracts lose their jobs in a takeover.

•
P

oison P
ills: A

 security,  the rights or cashflow
s on w

hich are triggered
by an outside event, generally a hostile takeover, is called a poison pill.

•
Shark R

epellents: A
nti-takeover am

endm
ents are also aim

ed at
dissuading hostile takeovers, but differ on one very im

portant count. T
hey

require the assent of stockholders to be instituted.

•
O

verpaying on takeovers

No stockholder approval needed….. Stockholder Approval needed
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O
verpaying on takeovers

T
he quickest and perhaps the m

ost decisive w
ay to im

poverish
stockholders is to overpay on a takeover.

T
he stockholders in acquiring firm

s do not seem
 to share the

enthusiasm
 of the m

anagers in these firm
s. Stock prices of bidding

firm
s decline on the takeover announcem

ents a significant proportion
of the tim

e.

M
any m

ergers do not w
ork, as evidenced by a num

ber of m
easures.

•
T

he profitability of m
erged firm

s relative to their peer groups, does not
increase significantly after m

ergers.

•
A

n even m
ore dam

ning indictm
ent is that a large num

ber of m
ergers are

reversed w
ithin a few

 years, w
hich is a clear adm

ission that the
acquisitions did not w

ork.
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A
 C

ase S
tudy: K

odak - S
terling D

rugs

E
astm

an K
odak’s G

reat V
ictory
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E
arnings and R

evenues at S
terling D

rugs

Sterling D
rug under E

astm
an K

odak: W
here is the synergy?

0
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2,000
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R
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O
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arnings
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K
odak S

ays D
rug U

nit Is N
ot for S

ale
(N

Y
T

im
es, 8/93)

A
n article in the N

Y
 T

im
es in A

ugust of 1993 suggested that K
odak w

as eager
to shed its drug unit.

•
In response, E

astm
an K

odak officials say they have no plans to sell K
odak’s

Sterling W
inthrop drug unit.

•
L

ouis M
attis, C

hairm
an of Sterling W

inthrop, dism
issed the rum

ors as “m
assive

speculation, w
hich flies in the face of the stated intent of K

odak that it is
com

m
itted to be in the health business.”

A
 few

 m
onths later…

T
aking a stride out of the drug business, E

astm
an K

odak
said that the Sanofi G

roup, a French pharm
aceutical com

pany, agreed to buy
the prescription drug business of Sterling W

inthrop for $1.68 billion.
•

Shares of E
astm

an K
odak rose 75 cents yesterday, closing at $47.50 on the N

ew
Y

ork Stock E
xchange.

•
Sam

uel D
. Isaly an analyst , said the announcem

ent w
as “very good for Sanofi and

very good for K
odak.”

•
 “W

hen the divestitures are com
plete, K

odak w
ill be entirely focused on im

aging,”
said G

eorge M
. C

. Fisher, the com
pany's chief executive.

•
T

he rest of the Sterling W
inthrop w

as sold to Sm
ithkline for $2.9 billion.
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A
pplication T

est: W
ho ow

ns/runs your firm
?

L
ook at: B

loom
berg printout H

D
S for your firm

L
ooking at the top 15 stockholders in your firm

, consider the
follow

ing:
•

H
ow

 m
any of the top 15 investors are institutional investors?

•
H

ow
 m

any of the top 15 investors are individual investors?

•
A

re m
anagers significant stockholders in the firm

?
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D
isney’s top stockholders in 2002
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II. S
tockholders' objectives vs. B

ondholders'
objectives

In theory:  there is no conflict of interests betw
een stockholders and

bondholders.

In practice: Stockholders m
ay m

axim
ize their w

ealth at the expense of
bondholders.
•

Increasing dividends significantly: W
hen firm

s pay cash out as dividends,
lenders to the firm

 are hurt and stockholders m
ay be helped. T

his is
because the firm

 becom
es riskier w

ithout the cash.

•
T

aking riskier projects than those agreed to at the outset: L
enders base

interest rates on their perceptions of how
 risky a firm

’s investm
ents are. If

stockholders then take on riskier investm
ents, lenders w

ill be hurt.

•
B

orrow
ing m

ore on the sam
e assets : If lenders do not protect them

selves,
a firm

 can borrow
 m

ore m
oney and m

ake all existing lenders w
orse off.
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U
nprotected Lenders?
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III. F
irm

s and F
inancial M

arkets

In theory:  Financial m
arkets are efficient. M

anagers convey
inform

ation honestly and truthfully to financial m
arkets, and financial

m
arkets m

ake reasoned judgm
ents of 'true value'. A

s a consequence-
•

 A
 com

pany that invests in good long term
 projects w

ill be rew
arded.

•
Short term

 accounting gim
m

icks w
ill not lead to increases in m

arket
value.

•
Stock price perform

ance is a  good m
easure of m

anagem
ent perform

ance.

In practice:  T
here are som

e holes in the 'E
fficient M

arkets'
assum

ption.
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M
anagers control the release of inform

ation to
the general public

T
here is evidence that
•

they suppress  inform
ation, generally negative inform

ation

•
 they delay the releasing of bad new

s
–

bad earnings reports

–
other new

s

•
they som

etim
es reveal fraudulent inform

ation



A
sw

ath D
am

odaran
32

E
vidence that m

anagers delay bad new
s..
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E
ven w

hen inform
ation is revealed to financial

m
arkets, the m

arket value that is set by
dem

and and supply m
ay contain errors.

Prices are m
uch m

ore volatile than justified by the underlying
fundam

entals
•

E
g. D

id the true value of equities really decline by 20%
 on  O

ctober 19,
1987?

financial m
arkets overreact to new

s, both good and bad

financial m
arkets are short-sighted, and do not consider the long-term

im
plications of actions taken by the firm

•
E

g. the focus on next quarter's earnings

financial m
arkets are m

anipulated by insiders; Prices do not have any
relationship to value.
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A
re M

arkets S
hort term

?

Focusing on m
arket prices w

ill lead com
panies tow

ards short term
decisions at the expense of long term

 value.

I agree w
ith the statem

ent

I do not agree w
ith this statem

ent
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A
re M

arkets S
hort S

ighted? S
om

e evidence
that they are not..

T
here are hundreds of start-up and sm

all firm
s, w

ith no earnings
expected in the near future, that raise m

oney on financial m
arkets

If the evidence suggests anything, it is that m
arkets do not value

current earnings and cashflow
s enough and value future earnings

and cashflow
s too m

uch.
•

L
ow

 PE
 stocks are underpriced relative to high PE

 stocks

T
he m

arket response to research and developm
ent and

investm
ent expenditure is generally positive
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M
arket R

eaction to Investm
ent A

nnouncem
ents

T
ype of A

nnouncem
ent

A
bnorm

al R
eturns on

A
nnouncem

ent D
ay

A
nnouncem

ent M
onth

Joint V
enture Form

ations
0.399%

1.412%

R
&

D
 E

xpenditures
0.251%

1.456%

Product Strategies
0.440%

-0.35%

C
apital E

xpenditures
0.290%

1.499%

A
ll A

nnouncem
ents

0.355%
0.984%
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IV
. F

irm
s and S

ociety

In theory:   T
here are no costs associated w

ith the firm
 that cannot be

traced to the firm
 and charged to it.

In practice:  Financial decisions can create social costs and benefits.
•

A
 social cost or benefit is a cost or benefit that accrues to society as a

w
hole and N

O
T

 to the firm
 m

aking the decision.
–

-environm
ental costs (pollution, health costs, etc..)

–
Q

uality of L
ife' costs (traffic, housing, safety, etc.)

•
E

xam
ples of social benefits include:

–
creating em

ploym
ent in areas w

ith high unem
ploym

ent

–
supporting developm

ent in inner cities

–
creating access to goods in areas w

here such access does not exist
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S
ocial C

osts and B
enefits are difficult to

quantify because ..

T
hey m

ight not be know
n at the tim

e of the decision (E
xam

ple:
M

anville and asbestos)

T
hey are 'person-specific' (different decision m

akers w
eight them

differently)

T
hey can be paralyzing if carried to extrem

es
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A
 H

ypothetical E
xam

ple

A
ssum

e that you w
ork for D

isney and that you have an opportunity to
open a store in an inner-city neighborhood. T

he store is expected to
lose about $100,000 a year, but it w

ill create m
uch-needed

em
ploym

ent in the area, and m
ay help revitalize it.

Q
uestions:

•
W

ould you open the store?

Y
es

N
o

•
If yes, w

ould you tell your stockholders and let them
 vote on the issue?

Y
es

N
o

•
If no, how

 w
ould you respond to a stockholder query on w

hy you w
ere

not living up to your social responsibilities?
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S
o this is w

hat can go w
rong...

ST
O

C
K

H
O

L
D

E
R

S

M
anagers put

their interests
above stockholders

H
ave little control

over m
anagers

B
O

N
D

H
O

L
D

E
R

S
L

end M
oney

B
ondholders can

get ripped off

FIN
A

N
C

IA
L

 M
A

R
K

E
T

S

SO
C

IE
T

Y
M

anagers

D
elay bad

new
s or 

provide 
m

isleading
inform

ation

M
arkets m

ake
m

istakes and
can over react

Significant Social C
osts

Som
e costs cannot be

traced to firm
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T
raditional corporate financial theory breaks

dow
n w

hen ...

T
he interests/objectives of the decision m

akers in the firm
 conflict

w
ith the interests of stockholders.

B
ondholders (L

enders) are not protected against expropriation by
stockholders.

Financial m
arkets do not operate efficiently, and stock prices do not

reflect the underlying value of the firm
.

Significant social costs can be created as a by-product of stock price
m

axim
ization.
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W
hen traditional corporate financial theory

breaks dow
n, the solution is:

T
o choose a different m

echanism
 for corporate governance

T
o choose a different objective:

T
o m

axim
ize stock price, but reduce the potential for conflict and

breakdow
n:

•
M

aking m
anagers (decision m

akers) and em
ployees into stockholders

•
B

y providing inform
ation honestly and prom

ptly to financial m
arkets
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A
n A

lternative C
orporate G

overnance S
ystem

G
erm

any and Japan developed a different m
echanism

 for corporate
governance, based upon corporate cross holdings.
•

In G
erm

any, the banks form
 the core of this system

.

•
In Japan, it is the keiretsus

•
O

ther A
sian countries have m

odeled their system
 after Japan, w

ith fam
ily

com
panies form

ing the core of the new
 corporate fam

ilies

A
t their best, the m

ost efficient firm
s in the group w

ork at bringing the
less efficient  firm

s up to par. T
hey provide a corporate w

elfare system
that m

akes for a m
ore stable corporate structure

A
t their w

orst, the least efficient and poorly run firm
s in the group pull

dow
n the m

ost efficient and best run firm
s dow

n. T
he nature of the

cross holdings m
akes its very difficult for outsiders (including

investors in these firm
s) to figure out how

 w
ell or badly the group is

doing.
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C
hoose a D

ifferent O
bjective F

unction

Firm
s can alw

ays focus on a different objective function. E
xam

ples
w

ould include
•

m
axim

izing earnings

•
m

axim
izing revenues

•
m

axim
izing firm

 size

•
m

axim
izing m

arket share

•
m

axim
izing E

V
A

T
he key thing to rem

em
ber is that these are interm

ediate objective
functions.
•

T
o the degree that they are correlated w

ith the long term
 health and value

of the com
pany, they w

ork w
ell.

•
T

o the degree that they do not, the firm
 can end up w

ith a disaster
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M
axim

ize S
tock P

rice, subject to ..

T
he strength of the stock price m

axim
ization objective function is its

internal self correction m
echanism

. E
xcesses on any of the linkages

lead, if unregulated, to counter actions w
hich reduce or elim

inate these
excesses

In the context of our discussion,
•

m
anagers taking advantage of stockholders has lead to a m

uch m
ore

active m
arket for corporate control.

•
stockholders taking advantage of bondholders has lead to bondholders
protecting them

selves at the tim
e of the issue.

•
firm

s revealing incorrect or delayed inform
ation to m

arkets has lead to
m

arkets becom
ing m

ore “skeptical” and “punitive”

•
firm

s creating social costs has lead to m
ore regulations, as w

ell as investor
and custom

er backlashes.
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T
he S

tockholder B
acklash

Institutional investors such as C
alPE

R
S and the L

ens Funds have
becom

e m
uch m

ore active in m
onitoring com

panies that they invest in
and dem

anding changes in the w
ay in w

hich business is done

Individuals like M
ichael Price specialize in taking large positions in

com
panies w

hich they feel need to change their w
ays (C

hase, D
ow

Jones, R
eaders’ D

igest) and push for change

A
t annual m

eetings, stockholders have taken to expressing their
displeasure w

ith incum
bent m

anagem
ent by voting against their

com
pensation contracts or their board of directors
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T
he H

ostile A
cquisition T

hreat

T
he typical target firm

 in a hostile takeover has
•

a return on equity alm
ost 5%

 low
er than its peer group

•
had a stock that has significantly under perform

ed the peer group over the
previous 2 years

•
has m

anagers w
ho hold little or no stock in the firm

In other w
ords, the best defense against a hostile takeover is to run

your firm
 w

ell and earn good returns for your stockholders

C
onversely, w

hen you do not allow
 hostile takeovers, this is the firm

that you are m
ost likely protecting (and not a w

ell run or w
ell m

anaged
firm

)
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A
n U

pdate in 2002: T
he P

ow
er of S

tockholder
P

ressure - T
he M

ost Im
proved B

oards

C
E

N
D

A
N

T
: M

oved to upgrade governance after an accounting scandal in 1998 and a law
suit

settlem
ent in 1999. Shareholders now

 approve all stock-option plans for top execs. E
xternal auditors

are barred from
 consulting w

ork. Severance deals w
ere curtailed. T

he board pushed to elim
inate

staggered board elections after a shareholder proposal failed.
L

U
C

E
N

T
: G

ets low
 m

arks from
 governance experts because of a $679 m

illion revenue restatem
ent

and a $200 billion loss in m
arket cap since D

ecem
ber, 1999. Perform

ance is still in the tank, but the
com

pany has taken steps to im
prove governance. T

he six-m
em

ber board has a lead independent
director. C

onducts annual self-evaluations. M
eets privately w

ith internal and external auditors. H
as

added tw
o independent directors and has plans for three m

ore.
C

O
M

P
U

T
E

R
 A

SSO
C

IA
T

E
S

: H
aving landed on the W

orst B
oards list tw

o years ago for aw
arding

top execs a m
assive pay package, this com

pany has m
ade im

provem
ents. It hired H

arvard's Jay
L

orsch to advise it on governance, then put him
 on the board; recruited form

er SE
C

 chief accountant
W

alter P. Schuetze for its audit com
m

ittee. Prohibits directors from
 selling stock until they leave.

W
A

L
T

 D
ISN

E
Y

: Finally taking steps to im
prove a reputation for lousy governance. U

nder pressure
from

 director Stanley P. G
old, m

anager of the D
isney fam

ily fortune, and other shareholders, the
com

pany has severed business relationships w
ith tw

o directors. T
ightened board's definition of

independence. R
ecruited governance expert Ira M

illstein to advise board.
W

A
ST

E
 M

A
N

A
G

E
M

E
N

T
: A

fter em
erging from

 an accounting scandal in 1998 and acquisition by
U

SA
 W

aste in the sam
e year, the com

pany has reform
ed. E

ight new
 m

em
bers, all independent, are

on the nine-m
em

ber board, and the audit com
m

ittee is headed by Jack Pope, form
er C

FO
 at U

nited
A

irlines and A
m

erican A
irlines. Side deals betw

een directors and com
pany are banned. A

nti-
shareholder governance policies, including staggered board elections, are changed.
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T
he B

ondholders’ D
efense A

gainst S
tockholder

E
xcesses

M
ore restrictive covenants on investm

ent, financing and dividend
policy have been incorporated into both private lending agreem

ents
and into bond issues, to prevent future “N

abiscos”.

N
ew

 types of bonds have been created to explicitly protect
bondholders against sudden increases in leverage or other actions that
increase lender risk substantially. T

w
o exam

ples of such bonds
•

Puttable B
onds, w

here the bondholder can put the bond back to the firm
and get face value, if the firm

 takes actions that hurt bondholders

•
R

atings Sensitive N
otes, w

here the interest rate on the notes adjusts to that
appropriate for the rating of the firm

M
ore hybrid bonds (w

ith an equity com
ponent, usually in the form

 of
a conversion option or w

arrant) have been used. T
his allow

s
bondholders to becom

e equity investors, if they feel it is in their best
interests to do so.
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T
he F

inancial M
arket R

esponse

W
hile analysts are m

ore likely still to issue buy rather than sell
recom

m
endations, the payoff to uncovering negative new

s about a
firm

 is large enough that such new
s is eagerly sought and quickly

revealed (at least to a lim
ited group of investors)

A
s inform

ation sources to the average investor proliferate, it is
becom

ing m
uch m

ore difficult for firm
s to control w

hen and how
inform

ation gets out to m
arkets.

A
s option trading has becom

e m
ore com

m
on, it has becom

e m
uch

easier to trade on bad new
s. In the process, it is revealed to the rest of

the m
arket (See Scholastic)

W
hen firm

s m
islead m

arkets, the punishm
ent is not only quick but it is

savage.
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T
he S

ocietal R
esponse

If firm
s consistently flout societal norm

s and create large social costs,
the governm

ental response (especially in a dem
ocracy) is for law

s and
regulations to be passed against such behavior.
•

e.g.: L
aw

s against using underage labor in the U
nited States

For firm
s catering to a m

ore socially conscious clientele, the failure to
m

eet societal norm
s (even if it is legal) can lead to loss of business and

value
•

e.g. Specialty retailers being criticized for using under age labor in other
countries (w

here it m
ight be legal)

Finally, investors m
ay choose not to invest in stocks of firm

s that they
view

 as social outcasts.
•

e.g.. T
obacco firm

s and the grow
th of “socially responsible” funds

(C
alvert..)
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T
he C

ounter R
eaction

ST
O

C
K

H
O

L
D

E
R

S

M
anagers of poorly

run firm
s are put

on notice.

1. M
ore activist

investors
2. H

ostile takeovers

B
O

N
D

H
O

L
D

E
R

S

Protect them
selves

1. C
ovenants

2. N
ew

 T
ypes

FIN
A

N
C

IA
L

 M
A

R
K

E
T

S

SO
C

IE
T

Y
M

anagers

Firm
s are

punished
for m

isleading
m

arkets

Investors and
analysts becom

e
m

ore skeptical

C
orporate G

ood C
itizen C

onstraints

1. M
ore law

s
2. Investor/C

ustom
er B

acklash
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S
o w

hat do you think?

A
t this point in tim

e, the follow
ing statem

ent best describes w
here I

stand in term
s of the right objective function for decision m

aking in a
business

M
axim

ize stock price or stockholder w
ealth, w

ith no constraints

M
axim

ize stock price or stockholder w
ealth, w

ith constraints on being
a good social citizen.

M
axim

ize profits or profitability

M
axim

ize m
arket share

M
axim

ize R
evenues

M
axim

ize social good

N
one of the above
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T
he M

odified O
bjective F

unction

For publicly traded firm
s in reasonably efficient m

arkets, w
here

bondholders (lenders) are protected:
•

M
axim

ize Stock Price: T
his w

ill also m
axim

ize firm
 value

For publicly traded firm
s in inefficient m

arkets, w
here bondholders are

protected:
•

M
axim

ize stockholder w
ealth: T

his w
ill also m

axim
ize firm

 value, but
m

ight not m
axim

ize the stock price

For publicly traded firm
s in inefficient m

arkets, w
here bondholders are

not fully protected
•

M
axim

ize firm
 value, though stockholder w

ealth and stock prices m
ay not

be m
axim

ized at the sam
e point.

For private firm
s, m

axim
ize stockholder w

ealth (if lenders are
protected) or firm

 value (if they are not)


