LEVERAGE

The employment of an asset (or) source of funds for which the firm has to pay a fixed cost (or) fixed return may be termed as leverage.

Alternatively, containing, fixed cost in the total cost structure is known as “leverage”.

Before studying in depth about leverage, it is necessary to know the Income statement (From Corporate finance perspective). This is as follows:
	
	Sales
	XXXX

	Less:
	Variable Cost
	(XXX)

	
	Contribution
	XXXX

	Less:
	Fixed Cost
	(XXX)

	
	EBIT (Earnings Before Interest and Tax)/Operating income/ Operating profit.
	XXXX

	Less:
	Interest
	(XXX)

	
	EBT(Earnings Before Tax)
	XXXX

	Less:
	Taxes
	(XXX)

	
	EAT(Earnings After Tax)
	XXXX

	Less:
	Preference Dividend
	(XXX)

	
	Earnings Available to Equity Share Holders
	XXXX

	Less:
	Dividend
	(XXX)

	
	Retained Earnings
	XXXX





Leverage is of two types

(i) Operating leverage ( containing fixed operating expenses in the operating cost structure.

(ii) Financial leverage ( containing fixed financial cost i.e. interest (or) dividend in the financial cost structure.
Operating leverage: The advantage of operating leverage can be best explained with the help of following illustration.

For a company, let the no. of units sold be 1,000 units and selling price is Rs. 10, variable cost 80% and fixed cost Rs. 1000.

- 50%

+ 100%


Sales (in units)


1000

2000

500

Sales value



10,000

20,000

5,000

Less: Variable cost (@ 80%)

(8,000)

(16,000)
(4,000)
Contribution



2,000

4,000

1,000

Less: Fixed cost


(1,000)

(1,000)

(1,000)
Operating profit (or) EBIT

1,000

3,000

Nil








+ 200%

· 100%

From the above illustration we can observe that when sales (in units) increases by 100% (i.e. from 1000 units to 2000 units), the operating profit (or) EBIT increases by 200% (i.e. from 1000/- to Rs. 3000/-).  This happens due to the fixed cost.

So, we can arrive to the conclusion that

% change in EBIT > % change in sales (or) 
EBIT >       Sales
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A company can enjoy operating leverage if and only if the above proportion i.e. change in EBIT / change in sales is more than 1.  If the proportion is equal to 1, then the company does not have operating leverage, as there will be no fixed cost in the cost structure.

In the above example, if there is no fixed cost then contribution will be the EBIT.  
% change in EBIT and % change in sales will be equal to 100%

(i.e. Sales from 1000 to 2000 units; EBIT from 2000 to 4,000).

When Operating leverage turns into Operating Risk?

In some situations the advantage of operating leverage turns out to be “operating risk” i.e. when % change in sales moves in a negative direction (i.e. from 1000 to 500 units), the EBIT will decrease rapidly.

i.e. when sales decrease by 50% i.e. (from 1000 to 500 units) the EBIT decrease by 100% (i.e. from 1000 to nil)

By this calculation we can know whether there exists the operating leverage for the company.  
But in order to know the operating leverage, the alternative way is to use Degree of operating leverage (DOL) to measure the operating leverage.
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Let sales be ‘Q’, selling price ‘S’, variable cost per unit ‘V’, fixed cost F.

EBIT = Q (S – V) – F

As the fixed cost is already absorbed in calculating the EBIT,      EBIT (change in EBIT) is only because of the change in contribution.

 EBIT =  Q (S – V)
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 This Formula is enough from Exam point view.
Financial Leverage

Financial leverage is also known as “Trading on Equity”.  It means that by employing cheaper source of funds (i.e. Debt capital); the return paid to equity will be more than the return (in %) earned by the company. The modus operandi is that as the return on debt capital will be more than the cost of raising that debt, the difference is attributable to equity share holders and there by their return increases without investing additional capital by them.

The following illustration explains the concept of “Trading on equity”

Suppose that a company has 50,000 worth of equity capital and raises further 50,000 debt capital @ 12% interest.  If the ROI of the company is 25%, then EBIT = 25,000.  Truly both equity and debt holders have the equal right in the EBIT as they have invested in equal proportion (50: 50), 

i.e.
Return to equity  is 12,500 and

Return to debt is 12,500

But the company will pay only Rs. 6000 (i.e. 50,000 x 12%) as return to debt capital contributors.  The excess return Rs. 6,500 (i.e. 12,500 – 6,000) is for equity holders.

Their effective return will be 
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Thus equity share holders are getting a return of 38% instead of 25%.  This is known as “Trading on Equity”.

The concept of financial leverage follows in the same lines of the concept of operating leverage.

Consider the following illustration

Suppose a company has a paid up share capital of 5,00,000 (face value Rs. 10) and 12% debentures 2,00,000 and

EBIT of Rs. 1,00,000.  
The EPS is as follows
+ 100%
             -50%


EBIT




1,00,000
2,00,000
50,000

Less: Interest



24,000

24,000

24,000

EBT




76,000

1,76,000
26,000

Less: Tax @ 50%


38,000

88,000

13,000

EAT




38,000

88,000

13,000

No. of Equity shares


50,000

50,000

50,000

EPS




0.76

1.76

0.26








+ 132%

- 66%


When EBIT increases by 100%, EPS increased by 132%

% change in EPS > % change in EBIT
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The financial leverage can be measured using Degree of Financial leverage (DFL)
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Where n = no. of shares
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Interpretation

DOL = 2 means that for 1% change in sales there will be 2% change in EBIT

DFL = 3 means that for 1% change in EBIT ,EPS changes by 3%.

In the above case only Debt is considered. What if, Preference shares are present in the capital structure?
Then, the EPS computation shall be as follows
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Where n = no. of shares
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Combined leverage

In order to find out the % change in EPS for change in sales, we use combined leverage.

If sales increases the DOL operates and EBIT will increase as a result DFL also operates and EPS will increase

The combined leverage is the product of DOL and DFL

Degree of combined leverage (DCL) = DOL x DFL
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