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MINIMISING SOLVENCY RISK

INTRODUCTION

Solvency is a cornerstone of financial stability, ensuring that a business can meet its long-term obligations
and sustain operations over time. In an era where economic uncertainties and market volatility are
commonplace, minimizing solvency risk is a strategic imperative for organizations. This article examines
how financial statements serve as invaluable tools in leveraging and mitigating solvency risks, providing
a framework for long-term financial health and sustainability.

Leveraging Financial Statements to Mitigate Solvency Risks
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Financial statements, including the balance sheet, income statement, and cash flow statement, are critical
for evaluating a company's solvency position. They offer a comprehensive view of assets, liabilities,
equity, and cash flows, enabling businesses to assess their capacity to meet financial commitments.
Through these documents, decision-makers can identify potential vulnerabilities, such as excessive debt
levels, declining revenues, or insufficient liquidity, and take proactive measures to address them.

This article explores the application of key financial metrics in monitoring and managing solvency risks,
such as the debt-to-equity ratio, interest coverage ratio, and operating cash flow-to-total debt ratio. It
highlights how these metrics can be derived from financial statements to provide actionable insights into a
company's financial resilience and ability to weather economic downturns.

Furthermore, this article delves into the role of financial planning, budgeting, and stress testing in
minimizing solvency risks. It emphasizes the importance of integrating financial statement analysis into
risk management strategies, allowing organizations to make informed decisions about capital structure,
debt repayment, and investment priorities.
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Real-world case studies and practical examples are incorporated to illustrate how businesses across
various industries have successfully used financial statements to reduce solvency risks and enhance their
financial stability.

APPLICATION OF FINANCIAL STATEMENTS IN MINIMISING
SOLVENCY RISK

Below is a detailed analysis highlighting how Financial Statements Assist in Assessing Solvency Risk.

Solvency risk is the risk that a company may not meet its long-term financial obligations. Financial
statements—Balance Sheet, Income Statement, and Cash Flow Statement—play a critical role in
identifying and evaluating this risk. Specific metrics and ratios derived from these statements provide
valuable insights into the organization's financial stability and ability to sustain operations over the long
term.

KEY METRICS TO ASSESS SOLVENCY RISK

Key Metrics derived from Financial Statements to Assess Solvency Risk are enumerated as follows:

Key Metrics for Assessing Solvency Risk

[ Balance Sheet Metrics ﬂ]

[@ Income Statement Metrics]

Debt-to-Equity Ratio
Debt-to-Asset Ratio é Interest Coverage Ratio

Equity Ratio Key Metrics EBITDA-to-Interest Coverage
to Assess (
[Comprehensive Solvency Ratios @] Sog\{eﬂcy U_s;_] Cash Flow Statement Metrics ]
l is |
Debt Service Coverage Ratio Operating Cash Flow-to-Debt Ratio
(DSCR) Free Cash Flow

Total Debt-to-EBITDA Ratio

1. Balance Sheet Metrics: Evaluating Long-Term Financial Health

i) Debt-to-Equity Ratio (D/E):
Indicates the proportion of debt to shareholder equity. A high ratio implies greater reliance on debt,
increasing solvency risk.

Debt-to-Equity Ratio=Total Debt / Total Equity

ii) Debt-to-Asset Ratio:
Reflects the percentage of assets financed through debt.

Debt-to-Asset Ratio=Total Debt / Total Assets

iii) Equity Ratio:
Shows the proportion of assets funded by equity, providing a counterbalance to debt metrics.
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Equity Ratio=Total Equity / Total Assets
2. Income Statement Metrics: Assessing Debt Servicing Capacity

i) Interest Coverage Ratio:
Measures the company’s ability to pay interest on its debt using operating income.
Interest Coverage Ratio=EBIT / Interest Expense

A ratio below 1 signals potential solvency issues.

ii) EBITDA-to-Interest Coverage:
A variation of the above ratio that includes depreciation and amortization, providing a clearer picture of
cash-generating capacity.

EBITDA-to-Interest Coverage = EBITDA / Interest Expense
3. Cash Flow Statement Metrics: Evaluating Liquidity and Debt Repayment

i) Operating Cash Flow-to-Debt Ratio:
Shows how well cash from operations covers total debt.

Operating Cash Flow-to-Debt Ratio = Operating Cash Flow / Total Debt
A low ratio indicates a higher solvency risk.

ii) Free Cash Flow (FCF):
Cash available after capital expenditures to repay debt or return to shareholders.

FCF = Operating Cash Flow — Capital Expenditures
4. Comprehensive Solvency Ratios

i)Debt Service Coverage Ratio (DSCR):
Measures a company's ability to cover total debt obligations, including principal and interest.

DSCR = Operating Income / Total Debt Service

ii)Total Debt-to-EBITDA Ratio:
Compares total debt to earnings before interest, taxes, depreciation, and amortization.

Total Debt-to-EBITDA = Total Debt / EBITDA

SOLVENCY RATIOS

Solvency ratio evaluates an organization's long-term solvency, especially its capacity to service debt. The ratios
are highlighted below.

Ratio Rationale
Debt equity ratio This is a very important ratio that depicts the relative proportion of debt
Long term debt and equity used to finance an enterprise's assets.

= A ratio of 1:1 is considered adequate.
Shareholders’ equity




bdchatterjee.com

Ratio Rationale

Debt to total capital ratio If the debt content is higher the enterprise is considered highly geared
Long term debt and if the equity content is higher, then the enterprise is considered low

= geared.

Permanent capital
Or

Total debt This ratio is also a determinant based on which weighted average cost of
= capital is calculated. (WACC).
Permanent capital +
Current liabilities

Or
Total Shareholders’ equity This ratio indicates what proportion of the permanent capital of the
= enterprise is funded out of long-term debt.
Total assets A ratio of 1:2 is considered adequate.

It measures the proportion of total assets financed by outside funds. A
low ratio is low risk specially for outsiders like creditors.
It depicts the proportion of total assets funded by owners’ equity.

Significance of Solvency Ratio

Assess Financial Health: It shows the company’s ability to sustain operations and manage its debt
over the long term.

Creditworthiness: Lenders and investors use solvency ratios to determine the risk of lending money
to or investing in a company.

Risk Indicator: A lower solvency ratio indicates higher financial risk, suggesting the company might
struggle to meet its debt obligations.

lllustration 1: Solvency Ratio Calculation
Let us assume Company Z has:
Net Income = $.200,000
Depreciation = $.50,000
Total Liabilities = $.1,000,000
Solvency Ratio = (200,000+50,000) / 1,000,000=0.25 or 25%

A solvency ratio of 25% indicates that the company generates sufficient earnings (including non-cash
expenses like depreciation) to cover 25% of its total liabilities. Higher percentages are better, indicating
stronger financial health.

How to enhance Solvency Ratio
To improve the solvency ratio, a company can:
1. Increase Net Income
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2. Reduce Total Liabilities
3. Optimize Asset Utilization

Strategies to Enhance Financial Solvency and Stability
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1. Increase Net Income

a) Revenue Growth: Expand sales through new product launches, market expansion, or improved

sales strategies.

b) Cost Control: Implement cost-saving measures, negotiate better terms with suppliers, and

streamline operations to boost profitability.

Example: A service company could reduce operating costs by outsourcing non-core functions, leading

to higher net income and an improved solvency ratio.

2. Reduce Total Liabilities
a) Debt Repayment: Use excess cash flow or sell non-core assets to pay down debt.

b) Refinance Debt: Refinance existing high-interest debt with lower-interest loans, reducing the

overall interest burden and liability cost.

c) Equity Financing: Issue new equity instead of taking on more debt to finance growth, thus

lowering the debt burden.

Example: A retail company might sell off underperforming stores and use the proceeds to pay down a
portion of its long-term debt, reducing total liabilities and improving the solvency ratio.



bdchatterjee.com

3. Optimize Asset Utilization

a) Asset Efficiency: Sell underutilized or non-productive assets to reduce total liabilities or reinvest
in higher-yield assets.

b) Improve Cash Flow Management: Strengthen working capital management by reducing
inventory and speeding up receivable collections.

Example: A manufacturing firm could implement a lean inventory system to free up cash tied up in
excess stock, improving its ability to cover liabilities.

lllustration 2: Solvency Ratio Optimization
Let us say Company A initially has:
Net Income = $.150,000
Depreciation = $.30,000
Total Liabilities = $.1,500,000
Initial Solvency Ratio:
Solvency Ratio = (150,000+30,000) / 1,500,000 = 0.12 or 12%
To improve its solvency ratio, the company:
Increases net income by $.50,000 through cost-cutting measures.
Uses $.200,000 from cash reserves to pay off part of its debt.

New Net Income = $.200,000
New Total Liabilities = $.1,300,000

New Solvency Ratio:
Solvency Ratio = (200,000+30,000) / 1,300,000=0.18 or 18%

By increasing earnings and reducing liabilities, Company A’s solvency ratio improved from 12% to 18%,
indicating stronger financial stability.

Limitations of Solvency Ratio

a) Non-Cash Items: The ratio includes depreciation, which does not affect cash flow but may distort
the perception of financial health.

b) Industry Variations: Different industries have varying capital structures, so comparing solvency
ratios across industries can be misleading.

c) Short-Term vs Long-Term: It focuses on long-term financial health but may not reflect short-
term liquidity issues.

As explained above, the solvency ratio is a critical measure of a company’s long-term financial health and
its ability to meet debt obligations. Companies can optimize their solvency ratios by focusing on
profitability, reducing debt, and efficiently utilizing assets. A healthy solvency ratio enhances a company’s
creditworthiness and attractiveness to investors, contributing to sustainable growth.
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COVERAGE RATIO

This is a ratio used to ascertain how easily an enterprise can pay its outstanding dues.

Ratio Rationale
Interest coverage This ratio ascertains how easily an enterprise can pay its
Earnings before interest outstanding dues.
and tax A ratio of 1:5 is considered satisfactory.
Interest
Dividend coverage This ratio measures the ability of the enterprise to pay dividends
Earnings after tax on preference shares.
= A high ratio indicates better ability.
Preference dividend It shows the overall ability of the enterprise to fulfil the
Total coverage liabilities.
Earnings before interest A high ratio is better for creditors.
and tax
Total fixed charges

Case Study on Assessment of Solvency Risk
Assessing Solvency Risk at General Electric (GE)

Background

General Electric (GE), a multinational conglomerate, faced significant solvency challenges in the mid-
2010s due to high leverage, poor cash flow, and declining profitability.

By analyzing GE’s financial statements, stakeholders identified key areas of concern, leading to
restructuring efforts to reduce solvency risk.

Analysis of GE’s Solvency Metrics

1. Balance Sheet Analysis

i) Debt-to-Equity Ratio:
In 2017, GE’s debt-to-equity ratio was around 4.0, indicating that the company was heavily
reliant on debt to finance its operations. This high ratio raised alarms about the company's
solvency risk.

ii) Debt-to-Asset Ratio:
GE’s total liabilities represented 80% of its total assets, leaving only 20% funded by equity—a
sign of over-leverage.

iii) Equity Ratio:
The equity ratio dropped significantly, signaling that GE’s asset base was underpinned primarily
by debt.
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2. Income Statement Analysis

i) Interest Coverage Ratio:
GE’s interest coverage ratio fell to below 2.0 in 2017, indicating that operating earnings were
barely sufficient to cover interest payments.

i) Declining Profit Margins:
Net profit margins shrank due to operational inefficiencies and high-interest expenses, further
heightening solvency risk.

3. Cash Flow Statement Analysis

i) Operating Cash Flow-to-Debt Ratio:
GE’s operating cash flow fell to $7 billion in 2017, against a total debt of over $100 billion. This
resulted in a dangerously low operating cash flow-to-debt ratio of 0.07, reflecting inadequate
liquidity to service debt.

ii) Free Cash Flow:
Free cash flow turned negative, driven by significant capital expenditures and falling cash
generation, which compounded the company’s financial woes.

4. Comprehensive Solvency Ratios

i) DSCR:
GE’s DSCR was below 1.0 in 2017, signaling an inability to meet total debt obligations without
relying on asset sales or refinancing.

ii) Total Debt-to-EBITDA Ratio:
With EBITDA of approximately $10 billion and total debt exceeding $100 billion, GE’s debt-to-
EBITDA ratio was a concerning 10:1, reflecting high leverage relative to cash flow generation.

Consequences and Management’s Response

1. Asset Sales:
GE initiated divestitures, selling off non-core assets, including its transportation and healthcare
divisions, to reduce debt.

2. Debt Restructuring:
The company refinanced existing debt at lower interest rates to effectively manage repayments.

3. Operational Streamlining:
GE focused on improving operational efficiency and profitability by cutting costs and restructuring
underperforming divisions.

4. Dividend Cuts:

Dividends were slashed to conserve cash, signaling a prioritization of solvency over shareholder
returns.



bdchatterjee.com

Results of the Turnaround

By 2021, GE successfully reduced its total debt from $134 billion (2017) to $61 billion, improving its
debt-to-equity ratio and overall solvency metrics:

a) Debt-to-Equity Ratio: Improved to 2.0.
b) Interest Coverage Ratio: Increased to over 5.0, reflecting enhanced debt-servicing capacity.

c) Operating Cash Flow-to-Debt Ratio: Reached 0.20, reflecting improved liquidity.

Conclusion

Financial statements are vital in identifying solvency risks through key metrics such as the debt-to-equity
ratio, interest coverage, and cash flow measures. General Electric's case demonstrates how financial
statement analysis can highlight solvency challenges, enabling organizations to take corrective actions.
By leveraging insights from financial data, companies can address risks proactively, ensuring long-term
financial sustainability.



