


When managers need to judge a firm's performance, they start with some key financial rafios.

tive of corporate finance: Maximize the cur

rent value of shareholders’ investment in the
firm. For public corporations, this value is set in
the stock market, It equals market price per
share multiplied by the number of shares oul-
standing. Of course, the fluctuations in market
value partly reflect events that are oulside
the financiol manager’s control. Nevertheless,
good financial managers always strive to add
vaiue by superior investment and financing
decisions.

How can we judge whether managers are
doing a good job at adding value or where
there moy be scope for improvement? We
need measuras of value added. We also need
measures thot help explain where the vaiue
added comes from. For example, value added
depends on profitabiiity, so we need measures
of profitability. Profitability depends in turn on
profit margins and on how efficiently the firm

| n Chapter 1 we infroduced the basic objec-

uses its assets. We will describe the stondard
megsures of profifability and efficiency in this
chapter.

Value also depends on sound financing.
Value is destroyed if the firm Is financed reck-
lessly and con't poy its debts, Volue is olso
destroyed if the firm does not maintain adequate
liquidity and therefore has difficulty finding the
cash o pay its bills. Therefore, we will describe
the measures that financial maonagers and
invesiors use 1o assess debt policy and liquidity.

These financial measures are mostly finar-
cial ratios calculated from the firm’s income
statement and balonce sheel, Therefore, we will
have fo fake care fo remember the limifations
of these accounting data.

You have probably heard sfories of whizes
who can fake a company’s accounts apart in
minutes. calculate a list of financial ratios, and
divine the company’s futue. Such people are
like abominable snowmen: offen spoken of but
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