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Financial Management Discussion
A sensitivity analysis is conducted by changing some factors used in a potential investment to see how the changes would affect the entire venture. The volume of sales that a firm produce can be changed as the primary variable. The investors can also alter with the existing or aspired interest rates to see the effect of any variations. Scenario analysis is an act of combining several sensitivity analyses (Halling & Zechner, 2016). In this type of analysis investor outline some variables that are likely to interfere with the firm’s primary financial position and make plans. For example, a sensitivity analysis can provide details of the revenue of a firm in specific, while a scenario may give detailed information about the overall cash flow of a company.
Both analyses are used to evaluate the most suitable investment when doing capital budgeting. As sensitivity analysis provides an idea of a risk associated with a particular variable, scenario analysis offers insights into different uncertainty (Bhattacharjee, 2015). In some cases, investors combine both types of analysis to evaluate different investments.
Operating leverage is a method used in cost-accounting to measure to what extent a firm can raise the rate of operating income through the increase of revenue. High operating leverage occurs when the gross margin of sales in a firm is high, and the variable cost is low. The risks of forecasting cash flows are significant when the rate of operating leverage is high. Small errors are often magnified in the projection of income and expenditure when operating leverage is high (Bhattacharjee, 2015). Firms that have significant operating leverage make more revenue when any additional sale is made if the cost of production is constant.
When a high degree of operating leverage is positive, the total cost of a firm contains a large portion of the fixed value. In this case, small growth in total sales results in significantly high income. Negative operating leverage occurs when there is a reduction in sales, yet fixed cost occupies the greatest potion in the overall cost structure of a firm.
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