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The Objective in Decision Making

¨ In traditional corporate finance, the objective in decision making is to 
maximize the value of the firm. 

¨ A narrower objective is to maximize stockholder wealth. When the stock 
is traded and markets are viewed to be efficient, the objective is to 
maximize the stock price.

Assets Liabilities

Assets in Place Debt

Equity

Fixed Claim on cash flows
Little or No role in management
Fixed Maturity
Tax Deductible

Residual Claim on cash flows
Significant Role in management
Perpetual Lives

Growth Assets

Existing Investments
Generate cashflows today
Includes long lived (fixed) and 

short-lived(working 
capital) assets

Expected Value that will be 
created by future investments

Maximize 
firm value

Maximize equity 
value

Maximize market 
estimate of equity 
value
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The Classical Objective Function

STOCKHOLDERS

Maximize
stockholder 
wealth

Hire & fire
managers
- Board
- Annual Meeting

BONDHOLDERS
Lend Money

Protect
bondholder
Interests

FINANCIAL MARKETS

SOCIETYManagers

Reveal
information
honestly and
on time

Markets are
efficient and
assess effect on
value

No Social Costs

Costs can be
traced to firm
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What can go wrong?

STOCKHOLDERS

Managers put
their interests
above stockholders

Have little control
over managers

BONDHOLDERS
Lend Money

Bondholders can
get ripped off

FINANCIAL MARKETS

SOCIETYManagers

Delay bad
news or 
provide 
misleading
information

Markets make
mistakes and
can over react

Significant Social Costs

Some costs cannot be
traced to firm
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Who’s on Board? The Disney Experience -
1997
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So, what next? When the cat is idle, the 
mice will play ....
¨ When managers do not fear stockholders, they will often put 

their interests over stockholder interests
¤ Greenmail: The (managers of ) target of a hostile takeover buy out the 

potential acquirer's existing stake, at a price much greater than the 
price paid by the raider, in return for the signing of a 'standstill' 
agreement.

¤ Golden Parachutes: Provisions in employment contracts, that allows 
for the payment of a lump-sum or cash flows over a period, if 
managers covered by these contracts lose their jobs in a takeover. 

¤ Poison Pills: A security,  the rights or cashflows on which are triggered 
by an outside event, generally a hostile takeover, is called a poison pill.

¤ Shark Repellents: Anti-takeover amendments are also aimed at 
dissuading hostile takeovers, but differ on one very important count. 
They require the assent of stockholders to be instituted. 

¤ Overpaying on takeovers: Acquisitions often are driven by 
management interests rather than stockholder interests.

N
o stockholder approval needed…

.. Stockholder A
pproval needed
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6Application Test: Who owns/runs your 
firm?
¨ Look at: Bloomberg printout HDS for your firm
¨ Who are the top stockholders in your firm?
¨ What are the potential conflicts of interests that you see emerging from 

this stockholding structure?

Control of the firm

Outside stockholders
- Size of holding
- Active or Passive?
- Short or Long term?

Inside stockholders
% of stock held
Voting and non-voting shares
Control structure

Managers
- Length of tenure
- Links to insiders

Government

Employees Lenders

B HDS Page
PB Page 3-12
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Case 1: Splintering of Stockholders
Disney’s top stockholders in 2003
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Case 2: Voting versus Non-voting Shares & 
Golden Shares:  Vale

Vale Equity

Common (voting) shares
3,172 million

Preferred (non-voting)
1,933 million

Golden (veto) 
shares owned 

by Brazilian govt

Valespar(
54%(Non/Brazilian(

(ADR&Bovespa)(
29%(

Brazilian(Ins=tu=onal(
6%(

Brazilian(retail(
5%( Brazilian(

Govt.(
6%(

Valespar(
1%(

Non.Brazilian(
(ADR&Bovespa)(

59%(

Brazilian(Ins<tu<onal(
18%(

Brazilian(retail(
18%(

Brazilian(Govt.(
4%(

Litel&Participaço 49.00%
Eletron&S.A. 0.03%
Bradespar&S.A. 21.21%
Mitsui&&&Co. 18.24%
BNDESPAR 11.51%

Valespar(ownership

Vale has eleven members on its board of directors, ten of 
whom were nominated by Valepar and the board was 
chaired by Don Conrado, the CEO of Valepar. 
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Case 3: Cross and Pyramid Holdings
Tata Motor’s top stockholders in 2013 
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Case 4: Legal rights and Corporate 
Structures: Baidu
¨ The Board: The company has six directors, one of whom is Robin Li, 

who is the founder/CEO of Baidu. Mr. Li also owns a majority stake 
of Class B shares, which have ten times the voting rights of Class A 
shares, granting him effective control of the company. 

¨ The structure: Baidu is a Chinese company, but it is incorporated in 
the Cayman Islands, its primary stock listing is on the NASDAQ and 
the listed company is structured as a shell company, to get around 
Chinese government restrictions of foreign investors holding shares 
in Chinese corporations. 

¨ The legal system: Baidu’s operating counterpart in China is 
structured as a Variable Interest Entity (VIE), and it is unclear how 
much legal power the shareholders in the shell company have to 
enforce changes at the VIE.

Aswath Damodaran



22

Things change.. Disney’s top stockholders 
in 2009
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When traditional corporate financial 
theory breaks down, the solution is:
¨ To choose a different mechanism for corporate 

governance, i.e., assign the responsibility for monitoring 
managers to someone other than stockholders.

¨ To choose a different objective for the firm.
¨ To maximize stock price, but reduce the potential for 

conflict and breakdown:
¤ Making managers (decision makers) and employees into 

stockholders
¤ Protect lenders from expropriation
¤ By providing information honestly and promptly to financial 

markets
¤ Minimize social costs 
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