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Abstract: This paper focuses on analyzing the correlation between the financial risk and the economical profitability. Is there a maximum point of leverage out of which a company faces the danger of decreasing its profitability? If yes, can it be quantified? If not, can we at least make an empirical assumption regarding the leverage breaking point under which the profitability decreases? A database of 30 IT commercial companies will be valorized in terms of financial indicators used in order to test statistically the correlation between the two variables. 
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1. INTRODUCTION
Using the terms of a strict definition, financial leverage represents the total debt reported to the equity of a firm, reflecting the capacity of the financial managers to attract external financial resources in order to improve the efficiency of the equity. During the last period, leverage has become the topic of many research papers since the extent to which a firm chooses to attract external financial resources is essential to its life. Studies have proved the fact that in case of a decrease of products demand, firms with a high leverage will be more affected than firms with a lower one. Nevertheless, leverage has been conceived also as a modality by which a company can increase its growth opportunity. American corporations are known as being the promoters of highly leveraged financial politics which offered them the opportunity to expand by attracting external resources. The concept of ,,leverage by out’’ has become a key-term of the 20th century. 

But always during the 20th century Enron Bankruptcy had been also an alarm signal for the financial community. Thus leverage had incorporated also the meaning of the risk increasing philosophy. A company can attract external resources, especially when it goes through a boom period and it needs additional financial resources in order to support it, but this makes it riskier. And an increasing level of risk is similar to increasing the cost of other external resources which can place the company within the danger of  failure area. The first theories regarding the concept of financial leverage belong to Modigliani and Miller. In 1958 they assumed that the value of the firm does not depend on the capital structure2. Later on, authors such as Myers and Majluf (1984)3, Fama and French (2002) revealed the impact of the fiscality on the capital structure and also on the value of the firm, bringing forth the idea of asymmetry and cost agency. This paper is structured as follows: the second section is dedicated to the case study  and the third section is dedicated to conclusions.
2. CASE STUDY
The case study focuses on a research on a sample of 30 IT commercial companies in terms of relationship between profitability and leverage. The IT companies are considered to be particular ones from the perspective of the financial analysis challenges. Their net working capital is higher than the net working capital of other firms which activate in different fields such as constructions for example while their Tangible Net Worth is far away inferior in comparison with the Tangible Net Worth belonging to the same companies. As commercial IT companies develop most of their activities by the contracts with suppliers, the short term debt is dominant over the long term one or the long term debt  represent, in most of the cases,  a low percentage of the short term debt. On these conditions, a question arises: do these companies obey to the same rules as the other ones?  If they have high short term debts and low long term debt, does leverage render them risky too? In fact, in their case, increasing leverage is the equivalent of expanding their activity and valorizing the growth opportunities. The first point of the case study consists of highlighting a relationship between Return 
Table 1 –Output Statistic of the  Regression between ROA and Leverage

	Method: Least Squares

	Sample: 1 30

	Included observations: 30

	Variable
	Coefficient
	Std. Error
	t-Statistic
	Prob.  

	C
	7.40364778941
	1.79465830994
	4.125380162
	0.000299970542673

	LEV
	0.066629692995
	0.26632069987
	0.250185933829
	0.804270157548

	R-squared
	0.00223047818434
	    Mean dependent var
	7.69

	Adjusted R-squared
	-0.0334041475948
	    S.D. dependent var
	7.44786153062

	S.E. of regression
	7.57123443509
	    Akaike info criterion
	6.9509297753

	Sum squared resid
	1605.06054439
	    Schwarz criterion
	7.04434293407

	Log likelihood
	-102.263946629
	    F-statistic
	0.0625930014858

	Durbin-Watson stat
	2.34544907383
	    Prob(F-statistic)
	0.804270157548


Source: own processing

on Assets, as an indicator for profitability, and Leverage, as an indicator for capital structure.
Taking into consideration the fact that these companies develop most of their activity through the agreements that they have with suppliers and customers, the leverage will be considered as an essential variable for the profitability of the company. 

The output of the regression built between ROA (return on assets) as dependent variable and LEV (leverage) as independent variable does not subscribe to the idea that there should be a relationship between the two variables. The coefficient of correlation is a very low one - 0.00223- while the probability associated to the null hypothesis is a very high one -0,80427.
The non-linearity between the two variables implies the fact that IT commercial companies act differently from the perspective of the financial particularities. In order to get a deeper insight of their particularities, the analysis of the descriptive statistics of the financial indicators will be performed.

Table 2 –Descriptive Statistics of the Financial Indicators of the IT commercial companies -,,BAD’’ ONES

	
	
	
	
	
	Standard
	
	

	
	Minimum
	Maximum
	Variance
	Std.Dev.
	Error
	Skewness
	Kurtosis

	ROA
	0
	30,65
	94,30643
	9,71115
	3,070935
	1,407158
	1,775593

	LEV
	1,14
	17,56
	23,3598
	4,833198
	1,528391
	2,428302
	6,585847

	DIF
	-17,89
	1,45
	37,19053
	6,098404
	2,032801
	-2,34476
	5,888316


Source: own processing

The initial matrix of financial indicators has been transformed into two sub-samples of firms according to the relevance of the Differential between the two turnovers. If the difference is positive, the company will be perceived as a good one while the negative one will be perceived as a bad one. The descriptive statistics correspondent to the good firms imply a higher level for the Minimum, the Maximum and of the Standard Deviation of the Return of Assets and also for the Leverage.  From this perspective, we could conclude that good firms have a higher degree of profitability and also a higher degree of risk taking into account the level of the Standard Deviation.  

Table 3 –Descriptive Statistics of the Financial Indicators of the IT commercial companies -,,GOOD’’ ONES

Source: own processing
	
	
	
	
	
	Standard
	
	

	
	Minimum
	Maximum
	Variance
	Std.Dev.
	Error
	Skewness
	Kurtosis

	ROA
	0,22
	111
	673,7173
	25,95607
	6,29527
	3,536066
	13,44303

	LEV
	1,14
	101
	565,6045
	23,78244
	5,768089
	3,929711
	15,80805

	DIF
	-17,89
	101
	681,0796
	26,0975
	6,329574
	3,922753
	15,9026


Trying to find an explanation for the output of the previous regression, there will be chosen as the most representative financial indicators the Return on Assets, the Leverage and the differential between the Accounts Receivables and Accounts Payables (DIF). The appearance of the variable DIF, meaning the differential between the AR and AP turnover, is especially conceived in order to explain the slight relationship between the two variables. The rationale will be the following: the IT commercial companies have high short term debt. They usually prefer the short term finance alternatives since they have lots of contracts with their suppliers. 

The question is: what is the impact of this high short term debt on the level of their profitability? Is this a positive or a negative one? In order to give an accurate reply to this question, it will be necessary to process an analysis between the cost of debt and the profitability indicator. But as for IT commercial companies, the short term debt is almost 100% of all the financial resources and there will not be an effective cost of debt such as the interest date (see below graph).

Graph no 1 – Short Term Debt versus Long Term Debt for the 30  IT companies
[image: image1.emf]ST/LT

0

20

40

60

80

100

120

1 3 5 7 9 11 13 15 17 19 21 23 25 27 29 31

ST/LT


                                                             Source: own processing
An other arbitrage will have to be conceived in order to assess the correlation between the two variables. This particular arbitrage will be conceived in terms of comparison between the Accounts Payables and Accounts Receivables Turnover. We can conclude that increasing the leverage of the company, it will not automatically imply the reduction of the profitability as long as the differential between the two  turnovers will be favorable for the business:

               AP – AR = DIF

If                                                  then  Leverage is not a danger for the Profitability of the                                    

               DIF >0                         company.
where AP = Accounts Payables turnover

           AR = Accounts Receivables turnover

So, as long as the company will have a quicker turnover of the Accounts Receivables in comparison with the Accounts Payables, the increasing of  leverage will not affect the profitability of the company.  The covariance matrix between the three variables reflects a slight positive correlation between the Leverage and the Return on Assets – 0,4722-. Nevertheless, a clear relation between the three variables can  not be assessed. This conclusion is strengthened by the output of the second regression. The coefficient of correlation is a lower one – 0,051-, although it increased slightly in comparison with the coefficient corresponding to the previous regression. The values of the F-statistics and the probabilities associated to the null hypothesis (0,7368/0,48802) confirm it.
Table 4 – Covariance matrix between the three variables – Return on Assets, Leverage and Turnover Differential
	
	ROA
	LEV
	DIF

	ROA
	1
	0.0472279385993
	-0.226941489009

	LEV
	0.0472279385993
	1
	-0.138988201019

	DIF
	-0.226941489009
	-0.138988201019
	1


Source: own processing
An other test that has been performed in order to get a deeper insight of the relationship between leverage and profitability is the Granger test.
The test indicates a higher influence of the leverage on the return on assets. The F Statistic and the probability associated to the Null Hypothesis reflect the fact that leverage triggers profitability.

Table 5 – Output of the Granger test applied to the sample of IT commercial companies
	Pairwise Granger Causality Tests

	Date: 07/25/07   Time: 22:04

	Sample: 1 30

	Lags: 2

	  Null Hypothesis:
	Obs
	F-Statistic
	Probability

	  LEV does not Granger Cause ROA
	28
	0.53894381487
	0.590552763777

	  ROA does not Granger Cause LEV
	1.64634396434
	0.214668225626


Source: own processi
              3. CONCLUSIONS
The tests performed in order to assess the relationship between leverage and profitability characteristic to a sample of IT companies showed that it is quite difficult to get to a clear conclusion. In the first stage, the descriptive statistics associated to the financial indicators of the sample of IT commercial companies showed a positive correlation between the two of them. Granger test strengthened the influence of the leverage on the profitability level, but the regressions built between the two variables were not positive in reflecting a positive relation. The arbitrage between the AP/AR differential is a precious one when assessing the capacity of an IT commercial company to sustain its growth by leverage or to resort to leverage in order to ensure growth opportunities so that it should not be included in the default area danger. That is why it is quite important for the financial management board of such a company to adopt an aggresive leverage focus policy as long as there are enough perspective for the company to generate cash-flow in order to cover the financial obligations.  
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