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Financial leverage, earnings and dividend —
A Case study

Santimoy Patra®

This paper attempts to make an analytical study of theoretical approaches ahd
practical appliation of financial leaverage, earnings per share and divide
per share.

and privatization are the im trates on the exercise of financialoptimum capital structure:
portant issues to the entrepredeverage in the context of under-  Earnings per share is the reward
neur and corporates threatening thetanding its impact on earnings ancof an investor for making his invest-

I iberalisation, globalisation leverage. This paper mainly concen-Earnings per share in the context of

existence of a firm. In such a complexdividend per share. ment and it is the best measure of per-
corporate environment, it is the _, ., leverage : formance of a firm. "The bottom line of
challenge to the finance manager to Income Statement is an indicator of

survive the firm in long- run perspec- Financial leverage is primarily performance of 'think tank' or 'top level
tive with the objective of maximizing concerned with the financial activities ' company"2. Ordinary investors
the owner's wealth. With a view to Whichinvolve raising founds from the lacking in-depth knowledge and inside
achieve this objective, finance SOurces forwhich afirm has to bear & ' i 1ainy based on EPS to
manager is required to pay his duded charge. These sources include . " i investment decision. So it
attention on investment decision, fi- '°1g-term debt (e.g. bonds, debentures '\ 5\ objective of financial
nancing decision and dividend deci-8t¢:) and preference share CapltalFnanagement to maximise the EPS from
sion. Assuming that sound invest--0ng-term debts capital carries a cons e i of both the investor and
ment policy and opportunity are ractual fixed rate of interest and ItSinvestee.Againthe objective of finan-
there, it is my intention in this paper Pyment s obligatory. As the debtpro- ;- management is maximisation of
to optimize the financing decision VIders have prior claim onincome and, o o< e i terms of market price
and dividend decision in the context2SSets of afirm over equity sharehold- equity share of a corporate entity.
of achieving the stated objective. Fi-€rs, their rate of interest is generaIIyGiVen the objective of the firm to
nancing decision refers to the seleclOWer than the expected return on g, o e e \alue of equity share, a
tion of appropriate financing-mix and Uty shareholders. Further interest on " 14" calact a  desired
so it relates to the Capital StrUCtUredebt Capltal is a tax deductible expenseéombination of ﬁnancing mix or Capi-
or leverage. Capital structure refers! eS¢ tWo phenomenaleadtothe mage, "\ 1ve 1o achieve the goal.
to the proportion of long- term debt Nification of rate of return on equity Theoretically, optimum capital struc-
capital and equity capital required to®aPital and hence EPS. Itgoes withouf | % e it combination of debt
finance investment proposal. ThereSaYing that the effect of changes Nand equity at which overall cost of
should be an optimum capital EBIT on the earnings per share IScapi'[al is minimum and value of the firm
structure, which can be attained bySnoWn by the financial leverage. Finan- " o o e prevailing view is that
the judicious exercise of financial ,‘f's' 'ek‘)’.?.rage can best be qezcr.'bed &he value maximisation criterion as a
ctiatle ?hétlrgecg ?J'gqnag)n?;eta)éeeéggnéff:riterion of qptimal capital struct'ure,
O Lecturer in Commerce, Garhbeta chgnges in EBIT on the firm's earningIS m'easured In terms of market price .Of
College, Vidyasagar University, " equity share i.e. the value of the firm is
Midnapore, West Bengal, India per share."1 maximised when the market price of
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equity share is maximised. Soshareholders by way of dividend andin the financial leverage.

according to this view, maximisation of what portion of the same would be re-  As higher earnings would result
market price of equity share leading totained in the firm for its future growth. in higher dividend, the above discus-
the maximisation of value of the firm is Both dividend and retention are desir-sijon follows that increase in the use of
a criterion of optimum capital structure. able but they are conflicting to eachfinancial leverage increases the earn-
But | beg to differ. Market price of other. A finance manager should beings per share and thus dividend per
equity share though basically dependsible to formulate a suitable dividendshare. Conversely decrease in the use
on firm's earnings per share, it alsopolicy, which will satisfy the sharehold- of financial leverage decreases the
depends to a great extent on manrs without hampering future progressearnings and dividend per share.
external factors such as governmenof the firm. It is common that higher Keeping these theoretical back-
monetary and economic policies,the earnings, higher will be the amountgrounol in view, it is my humble effort
political stability, state of economy, of dividend and vice-versa. to draw the attention of readers regard-

spe;:ulztl\éet:]retnds elzct.; aqd It Ta?]/ bq:inancial leverage, earnings and divi- ing subjectivity of this paper and its
contended that market price of sharg,., . applicability into real corporate prac-

has no direct bearing on the optimum - "
capital structure. Ingthis contre):xt an  Use of fixed cost bearing capital tice. For this purpose a case study has
example of a firm may be drawn whichin the capital structure is termed as fi.peen introduced in the next section

is running with optimum debt-equity "ancial leverage. Such capital speciallyconsidering the case of Bharat Heavy
combination. Now due to the influenced€bt iS cheaper than the equity as thlectricals Limited, aeading engineer
of some external factors i.e. sudderfOSt Of debtis generally lower than that"d company in India. Now it is

political change or something like this, Of €auity and a tax advantage is atProposed to present brief profile of the

the market price of its equity Sharestached with its use. In this circum- Companyin the subsequent paragraph'

started decreasing and as a result vali&ances, if total capital employed re-Company Profile:

of the firm went on decreasing. Due toM&iNS constant, increase in the finan- gy ot Heavy Electricals Limited
the downward movement of the valueCia! leverage or use of debtimplies thatg e ) is a public limited company
of the firm, its capital structure will not @ refatively cheaper source of fund réy, ying" naid-up capital of Rs. 2448
become optimum further and will needPaces a source of fund having relayijion and turnover of Rs. 66,340
restructuring to become optimum tvely higher cost. Now if a company nijion in 1999 - 2000 covering the
again. In practice, change in markefCllows this practice its net return will 1 qiness in the area of process indus-
price of equity share may occur veryP® attributable to the low base of €y, ansportation, transmission, tel-
rapidly and hence itis very difficult to Uity shareholders (lower base beingy:,mmynication, conventional and
change the composition of capitaldUe o the increase in financial lever-,,,_qnventional energy generation
structure accordingly. Capital structure@3€)- As aresultitwilllead tothe mag-, 4 hower plant installation etc.
decision is an internal decision of thelification of return to the equity and v, ghout the country and abroad.
firm. So what | really think is that thus EPS. Butone should keep inminGrye company made huge capital in-
increase in market price of equity shardNat the same holds good in favoury,egiment on plan capital programs and
due to the influence of external factors@PI€ business environment where they, g the year 1999-2000 it amounted
leading to the maximisation of the valuecoMPany is able to earn a rate of rey, pq 1 100 million of which Rs. 839
of the firm should not be a criterion of (UM oN investment being higher thanyiyjion was for modernisation. Harmo-
optimum capital structure. Rather 'EPS!S €ost of financing. So long this situ- i, s and cordial industrial relations
may be a better substitute as a criteriofO" €ontinues, the return on equity, e maintained by the company follow-
of value maximisation in respect of op-°" EPS will increase with the increase;,; 1 participative style of manage-
timum capital structure,3 and as suctn financial leverage. The excess of thgat The company also launched sev-

maximising EPS should be the mainf@t€ of return on investment over theg o ne\y injtiatives for synergising vari-
slogan or mul-mantra of a firm in order fixed rate of interest and pref. dividend

\ : ous aspect of human resource manage-
to realise the objective of maintaining Wil 90 to the equity shareholders.

: h ) ¢ ment system. In order to address the
an appropriate capital structure. However, during the period of o0 irements of the changing business
adversity when the company is not in

- . L > environment with competitive pressure
Dividend Policy decision: a position to earn greater (at leas P P

. ision is th , | ¢ h h : nd emerging opportunities in the new

'D.|V|dend dep|5|orj is the major equal) rate of return t an the cost Oglobalised economy, BHEL has taken
decision area of financial managementdebt and pref. share, its return ong.,aral initiatives in the area of Serv-
A firm is to decide what portion of equity and EPS, instead of increase; .o g.siness Captive power, Metro

earnings would be distributed to thewill actually decrease, with the increase
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Rail Projects along with focus on core
business areas. By the expertise knowl-
edge in Information Technology (IT),
BHEL can leverage itself to diversity
into the new economy sector of

EPS by the use of financial lev-
erage.

The present study covers a pe-
riod of seven years from 1993-1994

Hypothesis: to 1999-2000.

In order to realise the above ob-Techniques of analysis:
Infotech and IT enabled Services_Withjectives. the following hypotheses The study has been made by
these strategic initiatives and continu-ha"e been formulated: converting the collected data into

ous effort to enhance its competitive- ) the company uses debt as delative. measures such as ratios,
ness by reducing time and cost, im-  cheaper source of finance thanP€rcentages rather than absolute
proving quality and tapping new op- equity; one. Fpr analysing the degree of as-
portunities in the environment, BHEL ii) the company is enable to earn gsociation bgtvyeen DFL, EPS and
is on its way to achieving its vision of higher rate of return on invest- DPS, statistical technique of
being a world-class, innovative and

ment than the cost of financing Eearson SI c(;)rrerllanlo‘n anaLyS|sbhas
profitable engineering enterprise. investment. een applied. The 't' test has been

- used to judge whether the calculated
DFL and. EPS are positively cor- correlation co-efficient are significant
related in such a manner that

. LT . or not.
increase in financial leverage

leads to increase in the EPS.
DFL is positively correlated with

Objectives of Study: i)

The objectives for which study
has been undertaken are:

i) to study the methods of raising.
finance and financial Ieverage'v)

Limitation of Study:
i) The study is limited to seven

: DPS. years only. Generally twenty
practice of the company _ - . -

ot ine the i t of fi v) EPSis positively correlated with ~ Years data is ideal to form trend

ii) to examine the impact of finan- DPS. analysis. But | was able to col-

cial leverage on EPS. lect seven years' Annual Reports

i) to know about the dividend Research designand Methodology:
policy of the company.
iv) to assess the inter relationship

Collection of data:

of BHEL. That's why analysis
has been made for seven years
only.

The data of Bharat Heavy

between degree of financial lev- g gctricals. Ltd. have been collected i) The study is based on second-

erage (DFL), earnings per sharegom the Annual Reports of the com-
(EPS) and dividend per sharepany The data collected from this
(DPS). source have been used and compiled
to summarise main findings of with due care as per requirement of

ary data collected from the An-
nual Reports of the company. It
was not possible to collect the
primary data from the company's

office.
i) The study is limited to BHEL,

the study and offer some sug-the study.
gestion, if any, for improving

Period of Study:
not to be generalised for all public undertakings.
BHARAT HEAVY ELECTRICALS LTD.
Table -1
Computation of EBIT, EBT & EAT

(All Rs. in Million)
Total Long Equity Reserves Eamings Eamings
Year capital term share & Networth [ EBIT | Interest| Before Dividend After
employed debt capital surplus ax(EBT) Tax (EAT)
199394 | 23941 13839 2448 7654 10102 4269 1096 3173 367 18369
1994-95 | 22304 10760 2448 9096 11544 469(Q 1089 3651 367 1109
199596 | 23707 8822 2448 12437 14885 6952 1129 5823 400 3p02
1996-97 | 27888 8640 2448 16800 19248| 1023H 1591 8644 539 4632
1997-98 | 29846 3896 2448 23502 25950| 108143 596 10217 q73 7195
199899 | 32526 1701 2448 28377 30825 9640 317 9323 679 5446
1999-00 35985 2407 2448 31130 33578 8871 217 8654 855 5994
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Source: Annual Reports of BHEL

Table - 2
Computation of DFL, EPS, DPS, DIP Ratio, cost of debt,

cpst of equily and rate of return on injestment.
Dividend Rate of Cost of Cost of| Rate of return jon
Year DFL EPS DPS Pay-out Interest (Ydpebt (%)| equity (%) investment (%
(Rs.) (Rs.) Rtio (%)
1993-94 1.34 5.60 1.50 27 7.9 4.7 3.6 5.7
1994-95 1.28 5.80 1.50 26 9.6 5.8 3.2 6.3
1995-96 1.19 14.30 2.00 14 12.8 YA 3.3 14.8
1996-97 1.18 18.90 2.20 12 184 11 2.8 16.6
1997-98 1.05 29.40 2.75 09 15.3 9L 2.6 24.1
1998-99 1.03 22.30 2.77 12 18.6 11p 2.2 16.7
1999-00 1.02 24.50 349 14 9.0 54 25 16.6

Source:Computed from the Annual Reports of BHEL.
Notes and Explanations:

o gk wWwdE

DFL = Degree of Financial Leverage = EBIT | EBT

EPS = EAT I No. of Equity Shares.

DPS = Dividend | No. of Equity Shares.

DIP Ratio =DPS | EPS x 100

Rate of Interest = (Interest + Long-term debt) X 100

Interest on debt capital is an allowable expenditure for income tax purpose and it qualifies for deduction in
computing taxable income. So it reduces effective cost of debt in the following way:

Cost of debt (%) = Rate of Interest (1 - tax rate).

Tax rate varied over the years with the changes in Tax Legislations. Tax rate being not available has been computed
by approximating it to be equivalent of tax provisions. So an average tax rate has been approximated as (Total of 7
years' provision for tax + Total of 7 years' profit before tax) X 100, which comes 40% approx. in case of BHEL.

The return expected by the equity shareholders may be referred to as cost of equity. There are various models
for its computation. But in real term a firm has to incur cost in respect of equity shares in the form of dividend
payment. So the most suitable formula is :
Cost of equity (%) = (Dividend + Equity or Net worth) x 100

Rate of return on investment = (EAT + Total Capital Employed) x 100

Table - 3

Analysis of Capital Structure
@) (b)
Rercentage to Nef Worth Percentage to Capitfal Employed
Year Equity Reserve & Long term Equity Reserve &
Capital (%) Surplus (%) Debt (%) Capital (%) Surplus (%)
1993-94 24 76 58 10 32
1994 - 95 21 79 48 11 41
1995 - 96 16 84 37 10 53
1996 - 97 13 87 31 09 60
1997 - 98 09 91 13 08 79
1998 - 99 08 92 05 08 87
1999-00 07 93 07 07 86
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Source:Computed from the Annual (4.7%). It made the company conservafii) Capital structure policy of BHEL
Reports of BHEL. tive in using debt financing and the:

Table - 4 company started decreasing its DFL  The logic of capital structure
Relationshipoetween OFL, EPS & from 1.28 to 1.02 during the period of policy of BHEL is to increase its net-
DPS next six years under consideration. |fworth by p|ough|ng back of proﬁt and

. | one looks at the financial data ofin this way to reduce cost of equity
Correlation | Calculated ' BHEL, given in table 2, a rising trend gyer the period. A firm can enjoy equity

Coefficient (r) value of r to EPS with the decline in DFL becomESat a Cheaper cost if its net-worth is

(l) DFL&EPS (-)088 4.14* .EVident.. The table shows that EPS Wa%trengthen by p|0ugh|ng back of prof-
) DFC&DPS (-)0.35 5807 increasing from As. 5.60 to As. 29.40jts, which is not dividend bearing. Now
(lll) EPS & DPS 081 3.00* with the decrease in DFL from 1.34 to if we have a mark on Table 1, an in-

' 1.05 during the periOd of first five years Creasing amount of reserve and sur-
Source:Computed with the data ob- from 1993-94 to 1997-98. In the yearp|ys included in net-worth is seen all

tained from Table - 2 1998-99, EPS decreased to As. 22.30 aSver the period of seven years.
Note: Table value of (n - 2) i.e., 5 de-2gainst Rs. 29.40 in 1997-98 with thekeeping the equity capital constant
gree of freedom at 5% level of signifi- decrease in DFL from 1.05 to 1.03. Thisthroughout the period of study, the

cance is 2.02. might have taken place owing to thecompany increased its net-worth with
* Significant at 5% level of signifi- fact that this year debt carried thethe utilisation of reserve & surplus by
cance. highest rate of interest (18.6%) leadingthe same amount. The company
o . to the highest cost of debt (11.2%). Inincreased its capitalisation from Rs.
Findings of the study: the last year of consideration EPS23 941 million to Rs. 35,985 million with
(i) Financial leverage practice and mcreaseq with the decrease in DFLthe decrease in the use of long-term
EPS of BHEL : Successively EPS of last two yearsgebt from Rs. 13,839 million to Rs. 1,701

From the table 2 as presented>noWed an increasing trend with themiliion during the study period. Both
above, it is seen that BHEL did not décrease in DFL like all the precedingthe excess capitalisation and reduction
find debt capital cheaper than equity’ 2" _ _ in the use of debt in each year were
capital over the period of seven years SO there is a clear conflict betweencommensurated by the reserve and
from 1993-94 to 1999-2000. BHEL had the accepted leverage theorem and asurplus i.e., by successful ploughing
to pay a higher rate of interest Ieadingtual Ieveragg practicgq in BHEL. In back of profit instead of making addi-
to a greater cost of debt than that ofheory there is a positive relationshiptional issue of equity shares. If the
equity despite an average tax advanPeétween DFL and EPS in such a waysame was made by the fresh issue of
tage attached with debt financing @that EPS increases or decreases with equity shares the company would not
40% over the period covered ourcorresponding increase or decrease ibe able to reward its shareholders more
study. Contrary to the common sup-DFL yvith the fglfilment of main two in terms of return. 'Since reserve &
position of debt being cheaper thanC'iteria - one being debt capital cheapesurplus was not dividend bearing, its
equity, it is surprising to note that the than equity cap|ta! and another beingutilisation brought down the cost of
lowest cost of debt (4.7%) is greater'ate of return on investment exceedequity and at the same time it main-
than the highest cost of equity (3.6%)iNd (after-tax) cost of debt. In case oftained the lower base of equity share-
as evident in the year 1993-94. BHELBHEL, a negative relationship betweenholders resulting higher amount of EPS
enjoyed equity as a cheaper source gPFL and EPS is evident from the data.(lower base means lower number of eg-
finance by maintaining a lower pay- While BHEL successfully fulfilled the uity shares).

out ratio. So the basic assumption ofSécond criterion, just indicated, for all  Taple 3 has been prepared to re-
the proposition which makes leveragethe years, it failed to fulfill the first fiect the relative method of finance
advantageous was not fulfilled. As aCriterion for every year. The company adopted by the company. It is seen
result leverage benefit did not comecould not enjoy debt as a cheapefrom the Table 3(a) that the net-worth
true in case of BHEL. In the year 1993-means of financing over the whole pe-of the company constituted equity
94, BHEL used h|ghest DFL (134) re- riod. Parthularly the Indian corporate Capita| and reserve & surp|us and it
sulting lower EPS (As. 5.60) over the SECtor enjoys equity as a cheapeiyas 24% of equity capital and 76% of
whole period of seven years under conSource of financing since dividend reserve & surplus in the year 1993 - 94.
sideration. Although this year (along P2yment is optional here. The case ofn the following years the company
with remaining six prospective years)Bharat Heavy Electricals Ltd, dis- started increasing the proportion of re-
yielded higher rate of return on invest-cussed in this study, is just a represerve & surplus from 79% to 93% with
ment (5.7%) than after-tax cost of debtSéntative one. the decrease in the proportion of
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equity capital from 21 % to 7% during slight increase in the EPS. Almost inship between the degree of financial
the period from 1994-95 to 1999-2000.all the remaining years there is anleverage, earnings per share and divi-
One can observe from the table that ancrease in the DPS with the increasedend per share of BHEL showed both
percentage decrease in the equity capin the EPS except 1998-99. But the propositive and negative association. The
tal led to the same percentage increasgortionate increase in DPS is less tharorrelation co-efficient of three sets of

in the reserve and surplus. For examthat of EPS during the period of four variable selected for the purpose of our
ple 3% decrease in the equity capitalears from 1994-95 to 1997-98. As a constudy has been analysed. The sign of
led to 3% increase in the reserve angequence DIP ratio has been decreasorrelation co-efficient between (i) DFL

surplus in the second year of studying year by year till 1997 - 98, after thatand EPS and (i) DFL and DPS are not
and so on. Thus increase in the propp ratio started increasing in 1998-99conformed with the hypothesis that

F’O”tiﬁ”, Ozhtesefve a_"% tSUfp'US tod”et-and 1999-2000. DFL is positively correlated with EPS
worth in this way might cause reduc- : . and DPS. The data could not provide
tion in the cost of equity from 3.6% to (v) Correlation Analysis: any evidence in favour of this

2.2% during the study period. The The co-efficient of correlation in hypothesis. So this hypothesis is not
same analysis may be drawn from Tabldetween DFL, EPS and DPS are Preaccepted to be true in case of BHEL.
3(b) considering the relative sented in table 4 to assess the closerpe result of correlation co-efficient
percentage of long-term debt, equityness of association between eaclyerween EPS and DPS is what we have
capital and reserve & surplus to capi-other. It is evident from the table that ey pected. So the hypothesis that EPS
tal employed. the correlation co-efficient between g positivély correlated with DPS might

iii) Dividend policy of BHEL : DFL and EPS is ( - ) 0.88. It indicates e accepted to be true in case of BHEL.
Table 2 shows that DPS of first two that thgrg is a high degree of negative P
years of consideration is same anuaSSOC'aFlon between DFL. and _EPSConcIusmn. . .
thereafter the company has been in_sup.portlng the explanat|on. given BHEL could not enjoy the benefit
creasing the DPS at a slow rate. Theearhgr. The value of correlatlop co- pf accepted Ieveragg theorem. Rather
dividend payout ratio of the companyeﬁlc!e.m is also found to be highly it accrued the bengflt of EPS through
is gradually decreasing during the firsts.'gn.'f'cam at 5 per cent level of the reverse operation of fmanqal lev-
five years of consideration and then&gmﬂcgncg, as the calculated T valueerage. So Ieverage. t_heorem is not a
there is a slight increasing trend in theof 4.14 is higher than the table value ofgeneral rule. The dividend pohcy of
pay-out ratio for last two years. Over-2'02' So the h_ypothe5|s that DFL andthe company is consgrvgh_ve. The
all, we can say, that BHEL is following EPS are positively correlated is out—company has pegn m.a'lntalnmg a de-
a ’conservative’ dividend policy rlght. rejected. Here the data ascreasing trend in its dividend pay.-ogt.
' obtained from the Annual Report of The company was enable to maximize
iv) Financial leverage, earnings and BHEL are not consistent with the the EPS by the reverse operation of
dividend: assumption that the hypothesis is truefinancial leverage. The company suc-
The first finding follows that the In order to assess the degree of assaessfully pulled down the degree of
company has been experiencing a conciation between DFL and DPS, corre-financial leverage to reap the EPS ad-
verse effect of financial leverage onlation co-efficient between these twovantage. Thus the objective of this
earnings per share and as such earyariables has been calculated. It ispaper to maximize the EPS through ju-
ings per share has been increasing witgeen that correlation co-efficient dicious operation of financial leverage

the decrease in the financial leveragebetween DFL and DPS is (-) 0.95 indi-has been fulfilled.

Now if we want to establish a relation- cating that there is a high degree ofy ¢ onces:

ship between financial leverage, earnnegative Correlation between DFL and | = 5 | principle of Manage-

ings per share and dividend per shareDPS. The value of correlation co-effi- ~ (ja| Finance, Harper & Row, New

we find that dividend per share hascient is found to be much significant York, 1976, p.84.

been increasing with the increase inat 5% level. Lastly, the co-efficient of 2. Hyderabad, R.L., EPS Management:
the earnings per share and decrease gorrelation between EPS and DPS is an analysis, The Management Ac-
the degree of financial leverage with0.81 which is significant at 5% level. It countant, Vol. 32 No.3 March, 1997.

the exception of the year 1998-1999 adS an accepted saying that higher the3. Patra, Santimoy, Effect of debt fi-

; : is EPS, higher is the DPS and vice-versa. nancing on capital structure decision,
evident from Table 2. General view is g The Management Accountant, Vol.

that higher the earnings, greater is thél'hg 'calculated value of correlation co- 35, N0.9, September, 2000.

dividend and vice-versa. In the.sec—EfﬁClent.between EPS and DPS con- ;- comnsey, B.J., Eugene F. Brightman.

ond year consideration, there is noforms with the accepted saying. Introduction to Financial Manage-

change in the DPS though there is a The study on the inter relation- T;é‘é The5§£y den press, New York,
. p. .
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