
Theory Questions to prepare  

Why use ebit for ROA 

1) The difference between Expense, Expenditure and cost 

An expense is defined by the conceptual framework. 
A cost is the consideration given to acquire a good or service. An asset can have a cost. An 

expense can have a cost. 

Expenditure is spending money 

 

2) ROA>ROE or ROE>ROA, Leverage, what is it for? Debt and Equity risk/impact and 

what is the full story? 

Leverage is the measure of extent of an entity on how much they rely on debt to finance its 

assets. When using more debt, L increase, and equity fall. This will help increase ROE, which 

are returns to shareholders. However, if interest rates (from borrowing) is higher than ROA, 

meaning the interest rate on debt is higher than the efficiency of the asset to generate EBIT, 

then leverage wouldn’t increase equity and will actually be lower because the efficiency of 

the asset does not generate more profit, the interest rate actually reduces profit more than the 

generation of it by the asset.  If ROA > interest can increase ROE. This is due to the fact that 

the business can purchase/finance more assets to produce profit that is not financed by 

the shareholder’s equity. 

The reason why ROE can increase is because of this: You take on debt, and you get to 

finance more assets with this debt.  These assets will successfully increase more 

EBIT/Profit, hence higher profit will increase ROE. If you use your shareholder’s 

equity, you’ll be able to finance assets, but not as much as what the debt could’ve done. 

Assuming your interest rate on debt is lower than ROA, your ROE will increase and be 

higher than ROA.  

While debt funding would incur interest, it does not affect total equity as using external 

source to invest. Borrowing money when ROA > Interest increases ROE. When shares are 

sold, it dilutes the other shareholders control and profit share 

3) Depreciation is not a decline in value of asset. So, what is the definition? What is it 

actually? What QC are you able to associate it with? 

Recommended answer: Depreciation is the allocation of the cost/depreciable amount of the 

asset over the useful life of the asset. Thus, it should approximate usage and value, it is not 

directly a decline in the value of the asset. The carrying amount of the asset is the 

estimated/expected future economic benefits embodied in the asset.  
 


