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Return on Equity (ROE) is widely used as a primary indicator of corporate financial
performance; however, its aggregated nature often obscures the underlying sources of
profitability. A high ROE may result either from genuine operational efficiency or from
excessive financial leverage, leading to different risk and sustainability implications. This
study aims to decompose ROE in order to identify the relative contributions of operational
efficiency and financial leverage using the DuPont analysis framework. Employing a
descriptive—analytical approach, this research integrates the three-step and five-step DuPont
models to examine profitability structures based on secondary financial statement data. The
analysis reveals that firms with ROE driven primarily by profit margins and asset turnover
exhibit more sustainable performance compared to firms relying heavily on leverage
amplification. The five-step DuPont model further demonstrates that interest and tax burdens
play a critical role in distorting apparent profitability. These findings highlight the importance
of structural profitability analysis rather than reliance on single financial ratios. This study
contributes theoretically by reinforcing DuPont analysis as a comprehensive diagnostic tool
and practically by providing managers and investors with an early warning mechanism to
distinguish between efficiency-based and risk-based profitability.

Keywords: DuPont analysis;, Return on Equity;, operational efficiency; asset turnover;
financial leverage.

1. Introduction

Return on Equity (ROE) is one of the most widely used
indicators for assessing corporate financial performance, as
it reflects the rate of return generated on shareholders
invested capital. Due to its simplicity and interpretability,
ROE is frequently employed by managers, investors, and
analysts as a benchmark for profitability and value creation.
However, despite its popularity, ROE as a single aggregate
ratio may conceal the structural sources of profitability and
potentially lead to misleading interpretations of a firm’s
true financial condition.

A high ROE does not necessarily indicate superior
operational performance. In many cases, elevated ROE
levels are achieved through increased financial leverage
rather than improvements in operational efficiency. While

leverage can amplify returns, it simultaneously raises
financial risk and vulnerability to interest rate fluctuations
and economic downturns. Consequently, firms exhibiting
similar ROE values may differ substantially in terms of risk
exposure, sustainability of profits, and long-term financial
resilience. This limitation highlights the need for a more
granular analytical framework capable of disentangling the
components underlying ROE.

The DuPont analysis framework offers a systematic
approach to decomposing ROE into its fundamental
drivers. The traditional three-step DuPont model breaks
ROE into net profit margin, total asset turnover, and equity
multiplier, thereby distinguishing between profitability,
efficiency, and leverage effects. An extended five-step
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DuPont model further isolates operating efficiency, interest
burden, and tax burden, allowing for a more refined
diagnosis of performance sources. Through this
decomposition, DuPont analysis transforms ROE from a
summary indicator into a diagnostic tool that reveals
whether profitability is primarily driven by operational
strength or financial structuring.

Despite its analytical potential, the application of DuPont
analysis in prior studies has often been limited to
descriptive ratio reporting or confined to a single model
specification. Many studies continue to rely on ROE as an
endpoint measure without adequately examining the quality
and sustainability of its components. Moreover, limited
attention has been given to comparing operational
efficiency—based profitability =~ with leverage-driven
profitability in an integrated analytical framework. This gap
restricts the ability of stakeholders to assess whether
observed financial performance reflects genuine
operational competitiveness or merely short-term financial
amplification.

Therefore, this study aims to decompose Return on Equity
using both the three-step and five-step DuPont models in
order to identify the relative contributions of operational
efficiency and financial leverage to corporate profitability.
By integrating these two DuPont approaches, the study
seeks to provide a more comprehensive structural analysis
of ROE and to distinguish between efficiency-based and
risk-based sources of profitability. The findings are
expected to enhance the understanding of ROE dynamics
and to support more informed managerial and investment
decision-making.

This study contributes to the literature in three ways. First,
it reinforces DuPont analysis as a comprehensive diagnostic
framework rather than a supplementary ratio tool. Second,
it highlights the importance of operational efficiency as a
determinant of sustainable profitability compared to
leverage-driven returns. Third, it offers practical insights by
positioning DuPont analysis as an early warning
mechanism for identifying potential financial risk masked
by high ROE figures. Through these contributions, the
study advances both theoretical and practical perspectives
on financial performance evaluation.

2. Literature Review and Theoretical Framework

2.1 Return on Equity as a Measure of Financial
Performance

Return on Equity (ROE) has long been regarded as a key
indicator ~ of  corporate  profitability,  reflecting
management’s ability to generate returns from
shareholders’ equity. In corporate finance literature, ROE is
frequently used to evaluate firm performance, compare
profitability across firms, and assess value creation for

investors. Its widespread adoption is largely driven by its
simplicity and direct linkage to shareholder wealth.

However, several scholars argue that ROE, when used in
isolation, provides an incomplete picture of financial
performance. As an aggregate ratio, ROE does not
distinguish whether profitability arises from operational
efficiency, asset utilization, or financial leverage.
Consequently, firms with similar ROE levels may exhibit
fundamentally different performance structures and risk
profiles. This limitation becomes particularly critical in
environments characterized by high leverage, volatile
interest rates, or economic uncertainty, where leverage-
driven profitability may not be sustainable in the long run.

Prior studies emphasize that profitability quality matters as
much as profitability magnitude. Returns generated through
operational improvements are generally considered more
sustainable than those achieved through financial leverage.
Therefore, a structural approach to profitability analysis is
required to assess not only how much return is generated,
but also how that return is produced.

2.2 DuPont Analysis Framework

The DuPont analysis framework was developed to address
the limitations of single-ratio performance measures by
decomposing ROE into its underlying components. The
traditional three-step DuPont model expresses ROE as the
product of net profit margin, total asset turnover, and the
equity multiplier. This formulation enables analysts to
distinguish between profitability derived from cost control,
efficiency in asset utilization, and the degree of financial
leverage.

Building upon the three-step model, the extended five-
step DuPont model further disaggregates net profit
margin into operating margin, interest burden, and tax
burden. This extended framework allows for a more
nuanced diagnosis of performance by isolating the
effects of operating efficiency from financing and
taxation decisions. As a result, the five-step model
provides deeper insights into how managerial decisions
and external financial conditions influence overall
profitability.

In the literature, DuPont analysis is widely recognized as
a powerful diagnostic tool rather than merely a
computational technique. By linking income statement
and balance sheet components, the framework facilitates
an integrated evaluation of operational, financial, and
fiscal factors affecting firm performance. Nevertheless,
its application in empirical research remains uneven,
with many studies applying only partial decompositions
or treating DuPont ratios as descriptive indicators rather
than analytical instruments.
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2.3 Operational Efficiency versus Financial Leverage

Operational efficiency and financial leverage represent two
distinct pathways through which firms can enhance ROE.
Operational efficiency is typically reflected in higher profit
margins and faster asset turnover, indicating effective cost
management, pricing strategies, and productive use of
assets. Improvements in these components generally stem
from managerial capability, technological innovation, and
process optimization, making them more resilient to
external shocks.

In contrast, financial leverage increases ROE by amplifying
returns on equity through the use of debt financing. While
leverage can enhance shareholder returns during favorable
economic conditions, it also increases fixed financial
obligations and exposes firms to higher financial risk.
Excessive reliance on leverage may artificially inflate ROE
without corresponding improvements in operational
performance, potentially
vulnerabilities.

masking underlying

The distinction between efficiency-driven and leverage-
driven profitability has important implications for
sustainability and risk assessment. Several studies suggest
that firms with ROE primarily driven by operational
efficiency exhibit stronger long-term performance and
lower default risk compared to firms whose profitability
depends heavily on leverage. Despite this insight, empirical
analyses often fail to explicitly compare these two
profitability sources within a unified analytical framework.

2.4 Theoretical Framework and Conceptual Model

Based on the DuPont framework, this study conceptualizes
ROE as the outcome of interacting operational and financial
components. In the three-step model, ROE is jointly
determined by net profit margin, total asset turnover, and
the equity multiplier. The five-step model further clarifies
this relationship by separating operating performance from
financing and taxation effects.

The theoretical framework underlying this study posits that
operational efficiency—captured by operating margin and
asset turnover—constitutes the core driver of sustainable
profitability. Financial leverage, represented by the equity
multiplier and interest burden, functions as a return
amplifier that may enhance or distort apparent performance
depending on the firm’s financial structure. Tax burden
serves as an external factor influencing net profitability but
does not directly reflect managerial efficiency.

Accordingly, this study hypothesizes that firms exhibiting
ROE driven primarily by operational efficiency
demonstrate more stable and sustainable performance than
firms relying predominantly on leverage amplification. By
integrating the three-step and five-step DuPont models, the

framework enables a comprehensive assessment of
profitability quality and provides a basis for distinguishing
between efficiency-based and risk-based sources of ROE.

3. Methods
3.1 Research Design

This study employs a descriptive—analytical research
design to examine the structural sources of corporate
profitability. The analysis focuses on decomposing Return
on Equity (ROE) into its underlying operational and
financial components using the DuPont analysis
framework. Rather than treating ROE as a single outcome
indicator, the study adopts a diagnostic perspective to
identify whether profitability is primarily driven by
operational efficiency or financial leverage.

The research integrates both the three-step and five-step
DuPont models to provide a comprehensive assessment of
profitability structure. This integrated approach allows for
a more detailed evaluation of operating performance,
financing effects, and taxation impacts on ROE.

3.2 Data Source and Sample

The study utilizes secondary data obtained from published
corporate financial statements. The data include income
statement and balance sheet information required to
compute DuPont components, such as profit margins, asset
turnover, leverage ratios, interest burden, and tax burden.

The sample consists of firms selected based on data
availability and completeness over the observation period.
Firms with missing or inconsistent financial data were
excluded to ensure analytical reliability. The observation
period covers multiple fiscal years, enabling a more robust
interpretation of profitability patterns and structural trends.

3.3 Variables and Measurement

Return on Equity (ROE) is measured as net income divided
by total shareholders’ equity and serves as the dependent
variable. The independent variables are derived from the
DuPont decomposition models and include the following
components:

e Net Profit Margin (NPM): net income divided by
total sales, representing overall profitability.

o Total Asset Turnover (TAT): total sales divided
by total assets, reflecting efficiency in asset
utilization.

o Equity Multiplier (EM): total assets divided by
shareholders’ equity, indicating the degree of
financial leverage.

In the five-step DuPont model, net profit margin is further
decomposed into:
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e Operating Margin (OM): operating income
divided by total sales.

o Interest Burden (IB): earnings before tax divided
by operating income.

e Tax Burden (TB): net income divided by earnings
before tax.

3.4 Analytical Procedure

The analysis proceeds in three stages. First, ROE is
decomposed using the three-step DuPont model to identify
the relative contributions of profitability, efficiency, and
leverage. Second, the five-step DuPont model is applied to
further isolate the effects of operating performance,
financing costs, and taxation on profitability. Third, the
results of both models are compared to distinguish between
efficiency-driven and leverage-driven sources of ROE.

The findings are interpreted through cross-sectional and
trend-based analysis to assess consistency and
sustainability of profitability structures over time.
Descriptive statistics and ratio comparisons are employed
to support the diagnostic evaluation.

3.5 Validity and Reliability Considerations

To enhance analytical validity, the study applies consistent
calculation formulas across all observations and relies on
audited financial statement data. Reliability is further
supported by using standardized financial ratios commonly
adopted in corporate finance literature. While the study
does not employ inferential statistical testing, its
methodological rigor lies in the systematic decomposition
and transparent interpretation of financial performance
components.

4. Results
4.1 Results of the Three-Step DuPont Decomposition

The three-step DuPont analysis reveals that Return on
Equity (ROE) is generated through varying combinations
of net profit margin, total asset turnover, and the equity
multiplier. The results indicate that firms with comparable
ROE levels often display substantially different
profitability structures.

In several observations, higher ROE values are primarily
associated with strong asset turnover and stable profit
margins, suggesting effective utilization of assets and
operational efficiency. In contrast, other firms achieve
similar ROE levels despite relatively low profit margins and
asset turnover, relying instead on higher equity multipliers.
This pattern demonstrates that leverage plays a significant
role in amplifying ROE when operational performance is
limited.

The decomposition further shows that variations in ROE
are more pronounced when changes in the equity multiplier
occur, particularly in firms with higher debt exposure. This
finding highlights the sensitivity of ROE to financial
leverage and underscores the importance of examining
underlying components rather than relying on aggregate
profitability ratios.

4.2 Results of the Five-Step DuPont Decomposition

The five-step DuPont analysis provides a more detailed
diagnosis of profitability by isolating operating
performance, financing effects, and taxation impacts. The
results show that operating margin constitutes the primary
source of profitability for firms exhibiting stable and
consistent ROE levels over the observation period.

In contrast, firms with high ROE driven by leverage display
relatively weaker operating margins but benefit from
amplified returns through favorable interest and tax effects.
However, the contribution of interest burden varies
significantly across firms, indicating differences in debt
servicing capacity and financing efficiency.

The analysis also reveals that tax burden exerts a relatively
uniform influence on net profitability compared to
operational and financing components. While taxation
affects the final level of ROE, it does not explain substantial
cross-firm differences in profitability structure.

4.3 Identification of Profitability Sources

By integrating the three-step and five-step DuPont results,
two dominant profitability patterns emerge. The first
pattern is characterized by ROE driven primarily by
operational efficiency, reflected in higher operating
margins and stronger asset turnover. Firms within this
group exhibit more balanced profitability structures with
moderate leverage levels.

The second pattern is characterized by ROE driven mainly
by financial leverage, where high equity multipliers
compensate for weaker operational performance. Although
leverage-driven ROE enhances short-term profitability
indicators, it introduces greater variability in ROE across
periods.

Overall, the results demonstrate that ROE as a standalone
measure masks important structural differences in
profitability sources. The DuPont decomposition
effectively reveals whether ROE is supported by
operational fundamentals or financial amplification
mechanisms.

4.4 Structural Patterns of Return on Equity Formation

The results reveal that Return on Equity is formed through
distinct structural configurations of operational and
financial components. Firms exhibiting similar ROE levels
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do not necessarily rely on the same underlying drivers of
profitability. Instead, ROE emerges from different
combinations of operational efficiency and financial
leverage, resulting in heterogeneous profitability structures
across firms.

A consistent pattern observed in the analysis is that firms
with stable ROE over time tend to demonstrate stronger
operational efficiency. Higher operating margins and more
effective asset utilization contribute directly to profitability
in these firms, reducing dependence on external financing.
This operationally driven structure produces ROE that is
less sensitive to fluctuations in financing conditions.

In contrast, firms with leverage-intensive profitability
structures achieve elevated ROE primarily through higher
equity multipliers. In these cases, financial leverage
compensates for relatively weaker operating performance.
While this structure enhances reported ROE, it also
introduces greater variability in profitability outcomes
across periods, reflecting higher exposure to financial risk.

The analysis further indicates that tax-related effects play a
comparatively limited role in shaping differences in ROE
structures. Although taxation influences the final level of
net income, its contribution to cross-firm variation in ROE
is less pronounced than that of operational efficiency and
financial leverage. Overall, the results demonstrate that
ROE formation is multidimensional and structurally
diverse, underscoring the importance of decomposed
profitability analysis.

5. Discussion

The findings of this study demonstrate that Return on
Equity cannot be interpreted as a homogeneous indicator of
corporate performance. Although firms may report similar
ROE levels, the underlying structures generating those
returns differ substantially. This result reinforces prior
arguments in corporate finance literature that profitability
magnitude alone is insufficient to evaluate financial
performance without understanding its structural drivers.

The dominance of operational efficiency in firms exhibiting
stable ROE patterns supports the theoretical view that
profitability rooted in real economic activities is more
resilient than profitability driven by financial leverage.
Higher operating margins and efficient asset utilization
reflect managerial effectiveness in controlling costs,
optimizing resource allocation, and generating revenue
from core operations. These findings align with studies
emphasizing that sustainable competitive advantage is
more likely to stem from operational capabilities than from
financial structuring alone.

Conversely, the results show that financial leverage
functions as a powerful amplifier of ROE, particularly in

firms with weaker operational performance. While leverage
can enhance shareholder returns in the short term, its
contribution to ROE is accompanied by increased
variability in profitability outcomes. This observation is
consistent with trade-off theory, which suggests that the
benefits of debt financing must be weighed against higher
financial risk and potential distress costs. The findings
illustrate how leverage-driven ROE may create an
appearance of strong performance without corresponding
improvements in operational fundamentals.

The limited role of tax effects in explaining differences in
ROE structures further highlights the primacy of
managerial decisions related to operations and financing.
Although taxation affects net profitability, it does not
substantially alter the structural composition of ROE across
firms. This result suggests that variations in corporate
performance are more strongly influenced by internal
efficiency and capital structure choices than by external
fiscal factors within the observed context.

By integrating the three-step and five-step DuPont models,
this study extends existing literature that often applies
DuPont analysis in a fragmented or purely descriptive
manner. The combined framework enables a more
comprehensive diagnosis of profitability quality by
simultaneously capturing operational, financial, and fiscal
dimensions. This integrated approach enhances the
analytical value of DuPont analysis and supports its use as
a diagnostic tool rather than a supplementary ratio
calculation.

From a managerial perspective, the findings underscore the
importance of evaluating profitability sources before
pursuing strategies aimed solely at improving ROE.
Managers relying excessively on leverage to boost ROE
may expose firms to heightened financial risk, particularly
in periods of economic uncertainty. For investors and
analysts, the results highlight the need to look beyond
headline ROE figures and to assess the structural
components underlying reported returns.

Overall, the discussion confirms that decomposed
profitability analysis provides deeper insights into
corporate performance than aggregate ratios alone.
Understanding whether ROE is driven by operational
efficiency or financial leverage is essential for assessing
both performance quality and financial sustainability

6. Conclusion

This study aimed to decompose Return on Equity (ROE) to
identify the relative contributions of operational efficiency
and financial leverage to corporate profitability using the
DuPont analysis framework. By integrating the three-step
and five-step DuPont models, the study provides a
comprehensive structural assessment of profitability
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sources and offers deeper insights into how firms generate
shareholder returns.

The results indicate that firms with similar ROE levels may
exhibit fundamentally different profitability structures.
Operational efficiency, reflected in operating margins and
asset turnover, emerges as a primary driver of stable
profitability, whereas financial leverage functions as a
mechanism that amplifies ROE but also increases
variability in performance outcomes. Tax-related effects
were found to play a comparatively limited role in
explaining differences in ROE structures. These findings
demonstrate that ROE should not be interpreted as a
standalone indicator of firm performance without
examining its underlying components.

From a theoretical perspective, this study reinforces the
relevance of DuPont analysis as a comprehensive
diagnostic framework for financial performance evaluation.
By integrating multiple levels of ROE decomposition, the
research extends existing literature that often treats DuPont
ratios as descriptive indicators and highlights the
importance of distinguishing between efficiency-based and
leverage-driven profitability. The findings contribute to
corporate finance literature by emphasizing the
multidimensional nature of profitability and the need for
structural analysis in performance assessment.

Practically, the results provide valuable implications for
managers, investors, and financial analysts. Managers are
encouraged to prioritize improvements in operational
efficiency rather than relying excessively on financial
leverage to enhance ROE. Investors and analysts are
advised to evaluate the quality of profitability by examining
the structural components of ROE, particularly in
distinguishing sustainable performance from leverage-
induced returns. The study also supports the use of DuPont
analysis as an early warning tool for identifying potential
financial risks masked by high profitability indicators.

Despite its contributions, this study has several limitations.
The analysis relies on secondary financial statement data
and descriptive analytical methods, which may limit causal
inference. Additionally, the sample selection and
observation period may constrain the generalizability of the
findings across industries and economic contexts. Future
research may incorporate inferential statistical techniques,
broader industry coverage, and cross-country comparisons
to enhance empirical validity. Further studies could also
examine the dynamic relationship between operational
efficiency, capital structure decisions, and firm value
creation over time.

In conclusion, decomposed profitability analysis offers a
more nuanced understanding of corporate financial
performance than aggregate financial ratios. By revealing

the structural drivers of ROE, this study provides
meaningful insights into the quality and sustainability of
corporate profitability and supports more informed
managerial and investment decision-making.
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