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Compare Scenario A (no debt) to Scenario B (increasing debt 9.5% interest rate)
a. What impact does increasing the debt have on the taxable income?
According to Molly (2018), debt financing is very common and when a company uses it to raise funds, it must pay a principal amount and interest to its lenders or bondholders. Moving from a no-debt scenario to a debt-scenario brings about a reduction in net income and cash flow of the company. This is because of the interest payments that have to be made. This reduction in net income means that the company will enjoy some tax benefit through reduction in the amount to be taxed (taxable income) (Ferrari, Masetti, & Ren, 2018). Interest is subtracted from the profit and loss statement before the tax is calculated, giving corporations tax benefit on interest. With an income of 1,500,000 SAR, scenario A means that the company has 0 debt, taxable income remains the same. In scenario B1, the company has a debt of 2,500,000 SAR meaning that it will repay an interest amount of 237,500 SAR (9.5% of the debt). The taxable amount for the company will be reduced by this interest amount. It means, the tax amount to be paid will be equal to 284,062.50 SAR (22.5% of (1,500,000 – 237,500 SAR)). For B2, with a debt of 5 million SAR, the company will need to pay an interest of 475,000 SAR (9.5% of the 5 million). However, its taxable income amount will have reduced by the interest amount an indication that the company will have a less tax obligation than the prior scenarios. 
b. What impact does increasing the debt have on the net income?
Interest payment is an expense that is automatically deducted from the income or revenue that is returned by company operations. Similarly, tax is also an expense that the company has to make before it shares off its net earnings to the shareholders. As advised from the excel calculations, when debt is increased, the company’s net earnings are boosted. First, the debt is incorporated into financing company operations to make earnings. Secondly, it reduces the amount taxable from the overall company earnings. This is true as indicated by the scenarios in question – for scenario A, net income is 1,162,500, B1 1,215,937.50, and B2 1,269,375 SAR.
c. What impact does increasing the debt have on the dollar return to investors?
Using debt financing leverages and builds on the shareholders’ equity value when the principal amount is repaid. Dollar return to investors will therefore increase in the long run. The direct impact of debt financing in the dollar return to investors might look like its declining but it will eventually increase. 
Compare Scenario B (increasing debt 9.5% interest rate) to Scenario C (increasing debt 12.5% interest rate)
a. What impact does the higher interest rate have on the taxable income?
Having put across the general impact that comes alongside increasing debt in the afore statements, the impact of the following case scenarios will be specific and to the point. For this comparison, it is important to note that the amount of the debt remains the same. The only difference comes in the debt servicing since the interest rates are different. Scenario B had low interest expenses as opposed to scenario C as shown in the excel appendix. The taxable incomes for scenario B were 1,262,500 and 1,025,000 SAR whereas for scenario C, the taxable income is significantly reduced; 1,187,500 and 875,000 respectively. This taxable income is reduced by the huge interest expenses that the company would make to the service debts (Ferrari, Masetti, & Ren, 2018).
b. What impact does the higher interest rate have on the net income?
Higher interest rate as the one presented in the scenario C directly reduces on the possible net income amount. This interest rate is simply means an increased expense that is directly subtracted from the company’s earnings. The net income, however, will be better off at the end of the day compared to that of lesser interest rates because of the tax amount difference. 
c. What impact does the higher interest rate have on the dollar return to investors?
Increased debt raises a company's leverage factor. Leverage produces exponential profit returns during normal or boom periods. Leverage can also result in exponential losses during a recession. Because of the sensitivity of leverage to current economic conditions, a heavy debt burden presents danger. Increased debt boosts ROE during boom times but decreases it during downturns (Harelimana, 2017). Higher interest rates increases the dollar return to investments and it also increases the dollar value of the company’s stocks. This would mean that more investors can be attracted.  
Based upon those calculations answer the following questions: 
a. Does the increased leverage offer the potential of an increased ROE?
Yes. Increased debt raises a company's leverage factor. Leverage produces exponential profit returns during normal or boom periods. Leverage can also result in exponential losses during a recession. Because of the sensitivity of leverage to current economic conditions, a heavy debt burden presents danger (Harelimana, 2017). It is clear in the calculations. 
b. What impact does the increased leverage have on the risk to stock holders?
Increased leverage gives the stockholders some belief that the company will outperform its set targets. This is to say that investors’ risk is significantly reduced. 
c. Is it always a good idea to use debt financing?
Debt financing is a good decision for a company. Wang & Lin (2013) highlight that debt financing increases the company’s shareholdings considering that the company will, in the long run, pay for the debt through annual interests. It means the company will make money using these debt finances and that increases the worth of the company. At some point, the company will fully service its debt and its shareholdings will increase by the amount of the debt. Debt financing prevents the company from diluting its stockholders’ ownership percentage – it is literally saying that debt financing offers the company a good credit profile. When shareholders take up their finances to fund the company, they assume a larger risk and the firm is likely to be more conservative. In debt financing, the creditor assumes the risk. When earnings are increased as a result of the debt, there is an exponential return on shareholder investment (Wang & Lin, 2013). 
Recommendations
	The global healthcare sector has been profiting even in the event of the pandemic. Organizations that have had a strict strategy and adequate financing really outperformed those that lacked these. As a healthcare organization in the KSA, it is very significant to have access to funds to support operations that bring fold to its growth. Presented with the above scenarios, it is preferably recommendable that scenario C is considered. With a debt finance of 5 million SAR, an interest rate of 12.5%, the company will return the highest income (1,303,125 SAR). The choice has the hugest debt amount and its interest rate is as well high but the return that it makes is larger than all of the other options. The no debt scenario is literally risking the capital of the shareholders. Taking a debt that is lower than the 5 million SAR will attract interest expenses that are high in the long run. The return on equity is also the highest at scenario C. Scenario C presents the best opportunity for the company to grow its worth in the industry. 
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Appendix
Excel calculations: 
	Scenario A
	
	
	
	
	
	
	
	
	
	
	

	
	0 debt
	
	tax
	
	
	net income
	
	
	
	
	

	
	tax. Income
	1500000
	337500
	
	
	1162500
	
	
	
	
	

	Scenario B
	
	
	
	
	
	
	
	
	
	
	

	Interest rate 9.5%
	
	
	
	
	
	
	
	
	
	

	B1 increase debt to 2,500,000 SAR
	
	
	
	
	
	
	
	
	
	

	B2 increase debt to 5,000,000 SAR
	
	
	
	
	
	
	
	
	
	

	interest
	
	
	taxable income
	tax rate
	Tax
	
	
	
	
	
	

	B1
	237500
	SAR
	1262500
	22.50%
	284062.5
	1215937.5
	
	
	
	
	

	B2
	475000
	SAR
	1025000
	
	230625
	1269375
	
	
	
	
	

	
	
	
	
	
	
	
	
	
	
	
	

	Scenario C
	
	
	
	
	
	
	
	
	
	
	

	Interest rate 12.5%
	
	
	
	
	
	
	
	
	
	

	B1 increase debt to 2,500,000 SAR
	
	
	
	
	
	
	
	
	
	

	B2 increase debt to 5,000,000 SAR
	
	
	
	
	
	
	
	
	
	

	interest
	
	
	taxable income
	tax rate
	Tax
	
	
	
	
	
	

	B1
	312500
	SAR
	1187500
	22.50%
	267187.5
	1232812.5
	
	
	
	
	

	B2
	625000
	SAR
	875000
	
	196875
	1303125
	
	
	
	
	

	
	
	
	
	
	
	
	
	
	
	
	

	Scenario D
	
	
	
	
	
	
	
	
	
	
	

	Zero Debt
	
	Assets
	7500000
	
	
	
	
	
	
	
	

	Calculate:
	
	
	
	SCENARIO B
	
	SCENARIO C
	

	a.                   The expected net income for each probability
	
	B1
	B2
	
	
	B1
	B2
	

	Scenario A
	0 debt
	
	
	Debt 
	2500000
	5000000
	
	Debt 
	2500000
	5000000
	

	
	Operating Income
	1500000
	
	Operating Income
	1500000
	1500000
	
	Operating Income
	1500000
	1500000
	

	
	Tax rate 
	22.50%
	
	Tax rate
	22.50%
	22.50%
	
	Tax rate
	22.50%
	22.50%
	

	
	Debt Expense 
	0
	
	Interest Rate 
	9.50%
	9.50%
	
	Interest Rate 
	12.50%
	12.50%
	

	
	Taxable income 
	1500000
	
	Interest Expense 
	237500
	475000
	
	Interest Expense 
	312500
	625000
	

	
	337500
	Tax 
	
	Taxable Income 
	1262500
	1025000
	
	Taxable Income 
	1187500
	875000
	

	
	Net Inome =
	Income - Tax 
	Tax 
	284062.5
	230625
	
	Tax 
	267187.5
	196875
	

	
	
	1162500
	SAR
	Net Income 
	978437.5
	794375
	SAR
	Net Income 
	920312.5
	678125
	SAR

	
	
	
	
	
	
	
	
	
	
	
	

	b. The expected dollar return to investors for each probability
	Scenario B
	
	
	Scenario C
	
	

	
	Scenario A
	
	
	 B1
	 B2
	
	
	B1
	 B2
	
	

	
	Net Income/Assets
	
	
	
	
	
	
	
	
	
	

	
	0.155
	
	
	0.130458333
	0.105916667
	
	
	0.122708333
	0.090416667
	
	

	
	
	
	
	
	
	
	
	
	
	
	

	
	
	
	
	
	
	
	
	
	
	
	

	c. The expected ROE for each probability
	
	
	
	
	
	Scenario C
	
	

	
	Scenario A
	
	
	Scenario B1
	Scenario B2
	
	
	 B1
	 B2
	
	

	
	ROE = Net Income/Equity
	
	Assets = 7500000
	Assets = 7500000
	
	
	Assets = 7500000
	Assets = 7500000
	

	
	Equity = Total Assets - Total Liabilities 
	Equity = Assets - Debt
	Equity = Assets - Debt
	
	Equity = Assets - Debt
	Equity = Assets - Debt
	

	
	0.155
	
	
	ROE =1215937.5/(7500000-2500000)
	ROE =1269375/(7500000-5000000)
	
	
	ROE =1232812.5/(7500000-2500000)
	ROE =1303125/(7500000-5000000)
	
	

	ROEs
	0.155
	
	
	0.1956875
	0.31775
	
	
	0.1840625
	0.27125
	
	

	
	
	
	
	
	
	
	
	
	
	
	

	d. What the company can expect its net income to be given these probabilities
	
	
	
	
	
	
	

	
	Scenario A
	
	
	
	
	
	
	
	
	
	

	
	1162500
	
	
	
	
	
	
	
	
	
	

	NB:
	These net incomes are expected to be more than these specific amounts since themoney in debt will bring other income flows to the company. 
	
	

	
	
	
	
	
	
	
	
	
	
	
	

	e. What the company can expect dollar return to investors to be given these probabilities
	
	
	
	
	
	

	
	Scenario A
	
	
	
	
	
	
	
	
	
	

	
	Income/Assets + Debt
	
	
	
	
	
	
	
	
	

	
	0.155
	
	
	
	
	
	
	
	
	
	

	
	
	
	
	
	
	
	
	
	
	
	

	f. What the company can expect its ROE to be given these probabilities
	
	
	
	
	
	
	

	
	0.27125
	
	
	
	
	
	
	
	
	
	

	
	
	
	
	
	
	
	
	
	
	
	

	Scenario E
	
	
	
	
	
	
	
	
	
	
	

	However, assume the company now has 5,000,000 SAR Debt
	
	
	
	
	
	
	
	

	Calculate: 
	Scenario A
	
	
	
	Scenario B
	
	
	Scenario C
	

	a.                   The expected net income for each probability
	
	B1
	B2
	
	
	B1
	B2
	

	9.50%
	Debt
	5000000
	
	Debt 
	5000000
	5000000
	
	Debt 
	5000000
	5000000
	

	
	Operating Income
	1500000
	
	Operating Income
	1500000
	1500000
	
	Operating Income
	1500000
	1500000
	

	
	Tax rate 
	22.50%
	
	Tax rate
	22.50%
	22.50%
	
	Tax rate
	22.50%
	22.50%
	

	
	Debt Expense 
	475000
	
	Interest Rate 
	9.50%
	9.50%
	
	Interest Rate 
	12.50%
	12.50%
	

	
	Taxable income 
	1025000
	
	Interest Expense 
	475000
	475000
	
	Interest Expense 
	625000
	625000
	

	
	Tax
	230625
	
	Taxable Income 
	1025000
	1025000
	
	Taxable Income 
	875000
	875000
	

	
	Net Inome =
	Income - Tax 
	Tax 
	230625
	230625
	
	Tax 
	196875
	196875
	

	
	
	794375
	SAR
	Net Income 
	794375
	794375
	SAR
	Net Income 
	1303125
	1303125
	SAR

	
	
	
	
	
	
	
	
	
	
	
	

	b. The expected dollar return to investors for each probability
	
	
	
	
	
	
	
	

	
	A
	
	
	B
	
	
	
	
	C
	
	

	
	0.105916667
	
	
	0.105916667
	
	
	
	
	0.17375
	
	

	
	
	
	
	
	
	
	
	
	
	
	

	c. The expected ROE for each probability
	
	
	
	
	
	
	
	
	

	
	A
	
	
	B
	
	
	
	
	C
	
	

	
	0.31775
	
	
	0.31775
	
	
	
	
	0.52125
	
	

	
	
	
	
	
	
	
	
	
	
	
	

	d. What the company can expect its net income to be given these probabilities
	
	
	
	
	
	
	

	
	1303125
	SAR
	
	
	
	
	
	
	
	
	

	
	
	
	
	
	
	
	
	
	
	
	

	e. What the company can expect dollar return to investors to be given these probabilities
	
	
	
	
	
	
	

	
	0.17375
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