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ROA vs. ROIC vs. ROE
There's more to return metrics than meets the eye. Learn to use them to your advantage.
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Our series on mental models continues with Part #7. Links to other posts in this series are below:
1. Mental Models #1 - The need for a lattice of mental models, Charlie Munger
1. Mental Models #2 - Commercial democratization as a mental model
1. Mental Models #3 - Incrementally better isn’t enough, be fundamentally different
1. Mental Models #4 - Ideas have no value
1. Mental Models #5 - Scale Economics Shared
1. Mental Models #6 - Structural Toxicity
1. Mental Models #7 - This post
There are more to follow in the weeks ahead.


Most investors are familiar with the DuPont analysis, which breaks down Return on Equity (ROE) into three components: profit margin, asset turnover and leverage.
ROE = Profit Margin × Asset Turnover × Leverage 
This framework is powerful because a raw ROE number may appear favourable, but if it is driven purely by increasing leverage and impairing the balance sheet, then it ain’t so good!
Breaking ROE into these three components enables the investor to compare trends over time. Investors want to see the first two components driving ROE improvements, not the third.
But there’s an even more insightful way to think about the relationships between ROE, Return on Assets (ROA) and Return on Invested Capital (ROIC) that can give you immediate insights into a company’s operational efficiency, capital structure and overall quality.
The Foundation: Three Returns, Three Perspectives
Think of these three metrics as looking at the same business through different lenses: 
1. ROIC measures returns on the capital actually deployed in operations (pre-tax operating income divided by invested capital).
1. ROA adjusts this for taxes and looks at returns on all assets. 
1. ROE then adds the impact of financial leverage to show what shareholders actually earn.
The beautiful thing about these metrics is that their relationship with each other reveals critical information about how a business works. And you can extract these insights through simple mental calculations that take seconds to perform.
The Leverage Detector: ROE vs. ROA
This is your quickest and cleanest diagnostic tool.
ROE = Profit Margin × Asset Turnover × Leverage 
with each of the three elements deconstructed as:
ROE = (Net Income/Sales) × (Sales/Assets) × (Assets/Equity) = Net Income/Equity
But the first part of the is breakdown reveals ROA
ROA = (Net Income/Sales) × (Sales/Assets) = Net Income/Assets
So the difference between ROA and ROE is the third element — leverage. Said differently, without any leverage ROA would equal ROE.
In other words, by comparing ROE to ROA, one is able to immediately see how levered the business is. If you see a company with ROE of 20% and ROA of 10%, you instantly know that the company is juicing its returns with a leverage ratio of 2x.
ROE / ROA = Leverage
This is powerful because it strips away all the noise and tells you immediately whether high returns are coming from operational excellence or financial engineering. A company with ROE of 25% might look impressive, but if ROA is only 5%, you’re looking at a leverage ratio of 5x and that’s a high risk balance sheet.
One important caveat: Sometimes a profitable company can find itself with a negative ROE, simply because it finds itself in a negative equity situation — it is the the denominator, not the numerator that is negative. This isn’t necessarily a bad thing (see here to understand why this happens), but an unreliable ROE will undermine the reliability of this particular mental model, so beware.
The Capital Base Detector: ROA vs. ROIC
The relationship between ROA and ROIC also tells an important story about a company’s capital base and how it utilizes it for the benefit of shareholders. It’s a more subtle ratio, but once you unpack it, the picture becomes clearer.
The link between the two metrics can be expressed as:
ROA = ROIC × (1 - tax rate) × (Invested Capital/Total Assets)
So the relationship between ROA and ROIC tells you about two things simultaneously: the tax burden and the capital structure efficiency.
Here’s where it gets interesting.
‘Invested capital’ doesn’t include short-term liabilities that do not accrue interest — like accounts payable, accrued expenses and deferred revenue. This is capital on the balance sheet of a company, which is used in operations, but at no associated cost —it has not been supplied by an investor (debt or equity) seeking a return. When suppliers are paid in arrears or customers pay you in advance, you’re using their capital to run your business without paying interest. These are essentially “free” sources of financing that the company gets from its operations. The return generated on this capital boosts shareholder returns (in the same way Warren Buffett utilizes float at Berkshire Hathaway).
So return on total capital (Assets) will always be lower than return on invested capital — the denominator is always larger.
If we assume the tax rate stays relatively constant, the ratio of ROA to ROIC is directly proportional to the ratio of Invested Capital to Total Assets:
ROA / ROIC ∝ Invested Capital/Total Assets
So when you calculate ROA/ROIC, you’re actually measuring the ratio of invested capital to total capital being deployed, the inverse of which is the company free financing that the company extracts from its operations.
A lower ratio (a lower proportion of invested capital) indicates that the company is able to support its asset base with significant free capital (non-interest-bearing liabilities).
In other words, it relies less on capital from equity holders or lenders. That’s typically a sign of underlying operational quality. Think of companies like Walmart and Dell, which get paid by customers before paying suppliers, or Costco and Amazon, which benefit from large deferred-revenue balances from upfront subscription payments. These companies thrive because they require far less invested capital to generate their returns.
There are a couple of important caveats:
1. A low ROA/ROIC ratio is appealing, but it only becomes meaningful if the company also generates a strong ROIC. Imagine two businesses, the first has a ROA of 1% and a ROIC of 4%, while the second has a ROA of 10% and a ROIC of 40%. Both have the same low ROA/ROIC ratio of 0.25 and so have a working capital advantage, but one is able to use that capital to generate 4% while the other generates 40%. A low ratio paired with a high ROIC is a sign of a compounding machine.
1. If the tax rate is changing significantly over time, it will distort this relationship, so the calculations need to be adjusted accordingly.
The Combined Picture: ROE vs. ROIC
When you look at the ratio of ROE to ROIC, you’re seeing the combined effect of taxes and leverage on invested capital.
ROE / ROIC = (1 - tax rate) × (Invested Capital/Equity)
This relationship leads to an elegant insight. If you rearrange this formula, you can calculate invested capital directly:
Invested Capital = (Equity × ROE) / [ROIC × (1 - tax rate)]
But, 
(Equity × ROE) = Equity x (Net Income/Equity) = Net Income
So this simplifies beautifully to:
Invested Capital = Net Income / [ROIC × (1 - tax rate)]
	This means you can back into a company’s invested capital base using just income statement figures and the ROIC metric. You’re deriving a balance sheet number from return ratios, which is useful for quick estimations or when balance sheet data is murky.
	
	


The Bigger Picture
The elegant thing about these relationships is that they form a complete picture of capital efficiency. ROIC tells you about operational excellence — how well the company converts the capital invested in its business into operating profits. The ROIC-to-ROA transition reveals capital structure efficiency through operational liabilities. And the ROA-to-ROE transition shows financial leverage decisions.
Together, they help you distinguish between companies that generate high returns because they’re genuinely excellent operators with efficient business models versus those that are simply using a lot of debt or benefiting from low tax rates. The former tends to be sustainable and compound wonderfully over time. The latter can be fragile when conditions change.
Compare all three metrics. When you see a company with strong ROIC, a healthy gap between ROIC and ROA (indicating operational efficiency) and not too large a ROE/ROA multiple indicating prudent use of leverage, you’re often looking at a robust compounding machine. Any other combination and you may be looking at something more speculative that requires careful analysis and ongoing monitoring. 
Summing Up
The beauty is that these insights emerge from simple calculations you can do in your head while scanning financial statements. Master these relationships, and you’ll have a powerful mental model for quickly assessing the quality and sustainability of returns across any business you evaluate.
Of course this doesn’t paint the full picture. Just because a company has the right metrics doesn’t imply that it will be a good investment. The key element missing here is price — and we all know that the right company at the wrong price makes for a poor investment. In short, this is just one mental model among many that you ought to deploy.
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