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Analyzing Financial Statements
Return on Assets, ROA, refers to the ratio of profitability that determines a company’s utilization of its assets to make a profit. Return on Assets can be used to determine the actual cause of high or low profits (Hense, 2016). For instance, a company would have a high Return on Assets because of a high total assets turnover while the assets turnover is due to exceedingly depreciated fixed assets. On the other hand, a company’s high ROA may have been caused by high net profit margins (Sandell & Svensson, 2016). This would call for care in determining whether the high ROA was due to a short-lasting spike in the profits.
 Return on Equity, ROE, refers to the ratio of a company’s net income to its average shareholders’ equity within a given financial period (Hense, 2016). When a company’s ROE values are high, it is a clear indication that it is capable of efficiently generating income, given new investments. For an investor, comparing ROE is essential as well as carefully considering the ROE trend. However, ROE can be manipulated by management (Sandell & Svensson, 2016). For instance, debt financing can be applied to decrease share capital hence increasing ROE while the company’s income remains the same.
[bookmark: _GoBack]Financial leverage refers to the purchase of more assets by acquiring loans and other kinds of debts. Financial leverage has several advantages, including enhanced earnings and favourable tax treatment. However, where the rates of interest increase or the return on assets reduce, a business may not earn adequate returns to compensate for the interest expense (Sandell & Svensson, 2016). Moreover, due to disproportionate profits, brought about by large leverage amounts, a company’s stock price may be rendered unstable. Financial leverage also increases the chances of bankruptcy by time, especially in a cyclic business.
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