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Understanding The ConceptUnderstanding The Concept

LEVERAGE RATIOSLEVERAGE RATIOS
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What Are Leverage Ratios?What Are Leverage Ratios?
Leverage ratios measure how much debt a company is
using relative to its assets or equity. In simple terms,
they tell us how dependent a business is on borrowed
money. Think of leverage like a lever – it can help you
lift more weight (or grow faster in business), but if it’s
too heavy, it can also be risky.

In finance, companies use leverage to boost their
growth or returns. If used wisely, debt can help a
company expand faster than it could with just its own
money. But too much debt makes the company riskier
because, in tough times, it must still pay back its loans,
even if it’s not making much money.
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Why Are Leverage RatiosWhy Are Leverage Ratios
Important?Important?

Leverage ratios are crucial for investors and lenders
because they reveal how financially stable a company
is. High leverage can mean higher risk, especially if the
company struggles to pay off its debts. On the flip side,
manageable leverage indicates a company is using debt
to grow without putting itself in financial jeopardy.

For equity research analysts, leverage ratios provide
insight into a company's risk profile, growth potential,
and financial health. If a company’s leverage is too
high, it may not be a safe investment, particularly
during economic downturns.
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Key Leverage Ratios and How toKey Leverage Ratios and How to
Calculate ThemCalculate Them

This ratio compares a company’s total debt to its
shareholders’ equity. It shows how much debt the
company has for every dollar of equity.

Interpretation:

A higher ratio means the company is using more debt to
finance its growth, which could lead to higher returns
but also adds risk. A lower ratio is safer but might
indicate slower growth potential.

1.Debt-to-Equity Ratio
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2. Debt Ratio

This ratio compares total debt to total assets. It shows
what portion of a company’s assets are financed by
debt.

Interpretation:

A high debt ratio (closer to 1) means most of the
company's assets are financed by debt, which is riskier.
A lower ratio (closer to 0) is generally safer.
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3. Interest Coverage Ratio

This ratio measures how easily a company can pay
interest on its debt, using its earnings. It compares
earnings before interest and taxes (EBIT) to the interest
expenses.

Interpretation:

A higher interest coverage ratio means the company is
more likely to meet its interest payments, which
indicates lower financial risk. A ratio below 1 is a red
flag, as it means the company isn’t generating enough
earnings to cover interest costs.
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Why You Should Care as anWhy You Should Care as an
InvestorInvestor

Leverage ratios help us assess whether a company’s
growth strategy is sustainable and safe. Companies
with high leverage ratios are taking on more risk, so
they’re more vulnerable during economic downturns or
when interest rates rise. As an investor, you would want
to look for companies with a balance: enough leverage
to grow, but not so much that it becomes risky.

If you're getting into finance or considering investing,
understanding these ratios will give you an edge in
evaluating which companies have sustainable growth
strategies and which might be overextended.


