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Session 3 Discussion: Analyzing Financial Statements
Question 1: Analysis of ROE and ROA and How they Fit into Profitability Ratios
Profitability ratios are measurements that can be used to assess the ability of a company to generate profit relative to revenue, balance sheet assets, operating costs, and shareholders’ equity over a certain period of time (Corporate Finance Institute, 2021). As such, they explain how effective a company is in using its assets to make a profit and create value for its shareholders (Corporate Finance Institute, 2021). Profitability ratios can be classified into the margin and return ratios, with the former illustrating a company’s ability to convert sales into profits at various degrees of measurement, and return ratios reflecting the company’s ability to generate returns to its shareholders (Corporate Finance Institute, 2021). Two of the most used return ratios are the Return on Equity (ROE), and the Return on Assets (ROA). Return on Assets measures the profitability of a company relative to its total assets and is calculated by the Net Income divided by the Total Assets, where the total assets refer to the sum of the shareholder equity and the liabilities of a company (Fuhrmann, 2020). However, return on equity expresses the percentage of net income relative to stockholders’ equity, or the rate of return on the money that equity investors have put into the business (Corporate Finance Institute, 2021). To calculate the return on equity, the net income is divided by the shareholder equity, which is the total assets minus the liabilities of a company (Fuhrmann, 2020). Therefore, the main difference between ROE and ROA is the way that a company’s debt is considered since shareholder equity and total assets are equal if the company has no debt (Fuhrmann, 2020).
Question 2: Financial Leverage and the Benefits and Risks Associated with it.
Financial leverage is the utilization of borrowed money (debt) to acquire more assets with the projection that the income from the newly acquired assets will surpass the cost of borrowing (Corporate Finance Institute, 2021). Frequently, the provider of the debt determines the limitations regarding the extent of leverage allowed (Corporate Finance Institute, 2021). For instance, in asset-backed lending, the provider uses the assets as collateral until the borrower repays the loan. But in the case of a cash flow loan, the general creditworthiness of the company is used to back the loan (Corporate Finance Institute, 2021). As such, acquiring financial leverage can be seen as an attempt at increasing the Return on Equity (Accounting Tools, 2020). Financial leverage can be measured in terms of debt and coverage ratios. The Debt-to-Equity Ratio is one of the most common debt ratios, and it expresses the proportion of a company’s debt relative to its equity (Corporate Finance Institute, 2021). Therefore, financial leverage can be calculated by dividing a company’s debt with its total assets. Thus, financial leverage increases with an increase in debt owed by a company. However, financial leverage has several benefits, some of which include enhanced earnings since the leverage may allow an entity to earn a disproportionate amount on its assets (Accounting Tools, 2020). Also, in many tax jurisdictions, the interest expense is tax-deductible, which reduces its net cost to the borrower (Accounting Tools, 2020). Nonetheless, some of the risks associated with financial leverage include the possibility of a company becoming bankrupt if its cash flow drops below the expected levels (Accounting Tools, 2020). Additionally, other lenders may hesitate to give the company leverage if the company has a high debt-to-equity ratio (Corporate Finance Institute, 2021).
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