LEVERAGES

MEANING AND TYPES


According to dictionary, the term ‘Leverage’ refers to “an increased means of accomplishing some purpose”.  It allows us to accomplish certain things which are otherwise not possible.  However, in financial management, the term ‘leverage’ is used to describe the firm’s ability to use fixed cost assets or funds to increase the return to its owners, i.e., equity shareholders.  


James Horne has defined leverage as “the employment of an asset or sources of funds for which the firm has to pay a fixed cost or fixed return”.  The fixed cost (also called fixed operating cost) and fixed return (called financial cost) remains constant irrespective of the change in the volume of output or sales.  Thus, the employment of an asset or source of funds for which the firm has to pay a fixed cost or return has a considerable influence on the earnings available for equity shareholders.  It must be noted that higher is the degree of leverage, higher is the risk as well as return to the owners. 


There are basically two types of leverages, vi., operating leverage, and financial leverage.  The leverage associated with the employment of fixed cost assets is referred to as operating leverage, while the leverage resulting from the use of fixed cost/return source of funds is known as financial leverage.  
FINANCIAL LEVERAGE OR TRADING ON EQUITY


The funds may be raised through two sources: owners, called owners equity, and outsiders, called creditor’s equity.  These various means used to raise funds represent the financial structure of a firm.  The term capital structure refers to the relationship between various long-term forms of financing such as debentures, preference share capital, equity share capital, etc.  Financing the firm’s assets is a very crucial problem in every business and as a general rule there should be proper mix of debt and equity capital.  The use of long-term fixed interest bearing debt and preference share capital along with equity share capital is called financial leverage or trading on equity.

Thus, the ability of a firm to use fixed cost sources of funds to finance its activities with an intention to magnify the earnings available to equity shareholders is called financial leverage.  A firm is known to have a favourable leverage if its earnings are more than what debt would cost.  On the contrary, if it does not earn as much as the debt costs then it will be known as an un favourable leverage. When the amount of debt is relatively large in relation to capital stock, a company is said to be trading on thin equity.  On the other hand, if the amount of debt is comparatively low in relation to capital stock, the company is said to be trading on thick equity.

DEGREE OF FINANCIAL LEVERAGE


The degree of financial leverage measures the impact of a change in operating income (EBIT) on change in earning on equity capital or on equity share.  It can be calculated as:

DFL = Percentage change in EPS

Percentage change in EBIT

SIGNIFICANCE OF FINANCIAL LEVERAGE


Financial leverage is employed to plan the ratio between debt and equity so that earning per share is improved. Its significance is felt in the following cases:

1. Planning of Capital Structure.  The financial manager has to decide about the ratio between fixed cost funds and equity share capital.  The effects of borrowing on cost of capital and financial risk have to be discussed before selecting a final capital structure.

2.  Profit Planning.  The earning per share is affected by the degree of financial leverage.  If the profitability of the concern is increasing then fixed cost funds will help in increasing the availability of profits for equity stockholders.  

LIMITATIONS OF FINANCIAL LEVERAGE/TRADING ON EQUITY


The financial leverage suffers from the following limitations:

1.  Double-edged weapon.  If the earnings are increasing it will work favourably from the equity shareholders point of view otherwise, it will have a adverse effect on the earning per share. 

2.  Beneficial only to companies having stability of earnings.

3.  Increases risk and rate of interest.

4.  Restrictions from financial institutions. 

LEVERAGES


A general dictionary meaning of the term ‘Leverage refers to “an increased means of accomplishing some purpose”.  Leverage allows us to accomplish certain things, which are otherwise not possible, viz., lifting of heavy objects with help of leverage.  In financial management, the term ‘leverage’ is used to describe the firm’s ability to use fixed cost assets or funds to increase the return to its owners; i.e., equity shareholders.  


James Horne has defined leverage as “the employment of an asset or sources of funds for which the firm has to pay a fixed cost or fixed return”.  It must, however, be noted that higher is the degree of leverage, higher is the risk as well as return to the owners.  Moreover, leverage may be favourable or unfavourable.


There are two types of leverages, (i) financial leverage, and (ii) operating leverage.  The leverage associated with the use of fixed cost or return source of funds is known as financial leverage and the leverage associated with the employment of fixed cost assets is referred to as operating leverage.  In addition to these leverages, to determine the combined effect of the leverages, one could compute ‘composite leverage’ also.

I. FINANCIAL LEVERAGE OR TRADING ON EQUITY  

The funds may be raised through two sources: owners, called owners equity, and outsiders, called creditor’s equity.  Various means used to raise funds represent the financial structure of a firm.  Therefore, the left side of the balance sheet represents the financial structure.  Traditionally, the short-term finances are excluded from the methods of financing capital budgeting decisions, so; only-long term sources are taken as a part of capital structure.  

The use of long-term fixed interest bearing debt and preference share capital along with equity share capital is called financial leverage or trading on equity. The long-term fixed interest bearing debt is employed by a firm to earn more from the use of these resources than their cost to increase the return on owner’s equity.  Thus, a firm is known to have a favourable leverage if its earnings are more than what debt would cost.  On the contrary, if it does not earn as much as the debt costs then it will be known as an unfavourable leverage.

IMPACT OF FINANCIAL LEVERAGE


The financial leverage is used to magnify the shareholders earnings.  It is based on the assumption that the fixed charges or costs funds can be obtained at a cost lower than the firm’s rate of return on its assets.  When the difference between the earnings from assets financed by fixed cost funds and costs of these finds are distributed to the equity stockholders, they will get additional earnings without increasing their own investment.  Consequently, the earnings per share and the rate of return on equity share capital will go up.  Thus, the impact of financial leverage can be analysed while looking at earnings per share and return on equity capital.

Refer Illustration No. 1 Sharma and Gupta, “Principles of Financial Management”, 


      pp 4.2.

DEGREE OF FINANCIAL LEVERAGE


The degree of financial leverage measures the impact of a change in operating income (EBIT) on change in earning on equity capital or on equity share.  Degree of financial leverage DFL can be calculated as:




DFL = %ge change in EPS




%ge change in EBIT




Or




DFL =    EBIT




   EBT

[Refer Illustration 5. Sharma & Gupta, “Principles of Financial Management”, pp 4.5].

SIGNIFICANCE OF FINANCIAL LEVERAGE


Financial leverage is employed to plan the ratio between debt and equity so that earning per share is improved.  Following is the significance of financial leverage:

(1) Planning of capital structure:  The capital structure is concerned with the raising of long-term funds, both from shareholders and long-term creditors.  A financial manager has to decide about the ratio between fixed cost funds and equity share capital.  The effects of borrowing on cost of capital and financial risk have to be discussed before selecting a final capital structure.

(2) Profit Planning:  The earning per share is affected by the degree of financial leverage.  If the profitability of the concern is increasing then fixed cost funds will help in increasing the availability of profits for equity stockholders.  Therefore, financial leverage is important for profit planning.

LIMITATIONS OF FINANCIAL LEVERAGE/TRADING ON EQUITY


The financial leverage or trading on equity suffers from the following limitations: 

1.  Double-edged weapon.  Trading on equity is double-edged weapon.  It can be successfully employed to increase the earnings of the shareholders only when the rate of earnings of the company is more than the fixed rate of interest/dividend on debentures/preference shares, otherwise it will work adversely.

2.  Beneficial only to companies having stability of earnings.  Trading on equity is beneficial only to the companies having stable and regular earnings.  This is so because interest on debentures is a recurring burden on the company and a company having irregular income cannot pay interest on its borrowings during lean years.

3.  Increases risk and rate of interest.  Another limitation of trading on equity is because of the fact that every rupee of extra debt increases the risk and hence the rate of interest on subsequent loans goes on increasing.  It becomes difficult for the company to obtain further debts without offering extra securities and higher rates of interest reducing their earnings.

4.  Restrictions from financial institutions.  The financial institutions also impose restrictions on companies, which resort to excessive trading on equity because of the risk factor and to maintain a balance in the capital structure of the company.

II. OPERATING LEVERAGE


Operating leverage results from the presence of fixed costs that help in magnifying net operating income fluctuations flowing from small variations in revenue.  The changes in sales are related to changes in revenue.  The fixed costs do not change with the change in sales.  Any increase in sales, fixed costs remaining the same, will magnify the operating revenue.  Thus, the fixed costs remaining same, the percentage change in operating revenue will be more than the percentage change is sales.  The occurrence is known as operating leverage.

Operating leverage can be determined by means of a break even or cost-volume profit analysis.  The degree of leverage is calculated as:

Operating Leverage = Contribution



Operating Profit

Contribution = Sales – Variable Cost

Operating Profit = Sales – Variable Cost – Fixed Cost




Or
Operating Profit = Contribution – Fixed Cost


The break-even point is calculated by dividing the fixed cost by percentage of contribution to sales or P/V Ratio. 


Break-Even-Point (BEP) = Fixed Cost




           P/V Ratio

Wherein  P/V Ratio = Contribution



      
      Sales



When production and sales move above the break-even point, the firm enters highly profitable range of activities.  At break even point the fixed costs are fully recovered, any increase in sales beyond this level will increase profits, which is equal to contribution.  If a firm does not have fixed costs then there will be no operating leverage.  The percentage change in sales will be equal to the percentage change in profit.  When fixed costs are there, the percentage change in profits will be more than the percentage in sales volume. 


Thus, degree of operating leverage can be computed as below:

Degree of Operating Leverage = Percentage Change in Profits





        Percentage Change in Sales

COMPOSITE LEVERAGE/COMBINED LEVERAGE


Both financial and operating leverage magnify the revenue of the firm.  Operating leverage affects the income, which is the result of production.   ON the other hand, the financial leverage is the result of financial decisions. The composite leverage focuses attention on the entire income of the concern.  The management before using the composite leverage should properly assess the risk factor.  The high financial leverage may be offset against low operating leverage or vice-versa. 

The degree of composite leverage is calculated as follows:

Degree of Composite Leverage (DCL) = Percentage Change in EPS






         Percentage Change in Sales

Or, 

Composite Leverage = Operating Leverage X Financial Leverage

