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FINANCIAL STRUCTURE HAS GOT A
LEVERAGE EFFECT (NCREASE OR
DECREASE) LINKED TO THE SPREAD
(DIFFERENCE) BETWEEN THE COST OF
THE DEBT AND THE ECONOMIC RETURN
IF ROE: RETURN ON EQUITY
OP: OPERATING PROFITABILITY
I: COST OF DEBT
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DUPONT ANALYSIS

ROE APPROACH TO RATIO ANALYSIS

ROE (Return on Equity) ratio can be used
as a basic measure of overall performance,
and can also be divided into individual compo-
nents of ROE which summarise the logic in-
herent in a company’s financial statements
(statement logic).

The basic ROE equation

Net Profit

ROE= Net Worth

can be broken down into three other ratios,

as follows
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Net Profit  Net Profit Sales

Net Worth  Sales  « Total Assets
« Total Assets
Net Worth
ie.
ROE = ROS X ATO X ALEV
Return on Return on Asset Asset
Equity Sales Turnover Leverage

Thus we can use this equation to analyse a
company’s overall performance (ROE) in
terms of profitability (ROS), efficiency in as-
set turnover (ATO) and capital structure
(ALEV). This gives the analyst a powerful
tool for identifying which area of a com-
pany’s performance merits further analysis. It
also links back to the basic structure of the

credit analysis.

Business Risk Performance Financial Risk

Asset Management  Profiabilty  Liability Management

ATO ROS ALEV

/mm_vm\

rOmpoooooooooo” oo’ ooo
Ooooon’ gooooooooooood * O
ooo” ooooooooo (O—-oo-—og
0 O Oooooooodoooooood * O
o M o o o o o e e
rORMOOOoOOoOOOOoOoOoooOoooo
Ooon” ooooooooooooo’

(0) ooooooxomoooon’ oooo
oooooooooooood’

Net Profit

ROE= Net Worth
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Sales
X Total Assets X

_ Net Profit
Sales

Total Assets
Net Worth

Net Profit

"~ Total Assets

Net Worth
Liabilities+Net Worth
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