FINANCIAL ANALYSIS
LESSON 9: FINANCIAL PLANNING LEVERAGE
COURSE INSTRUCTOR: DR CHARITY NJOKA (PHD)

By the end of the lesson, you should be able to 

1. Discuss and interpret the types of leverages.
2. Discuss the meaning of High and Low Leverage.

1.0 Introduction
A firm can finance its operations through common and preference shares, with retained earnings, or with debt. Usually a firm uses a combination of these financing instruments. Capital structure refers to a firm’s debt-to-equity ratio, which provides insight into how risky a company is Capital structure decisions by firms will have an effect on the expected profitability of the firm, the risks faced by debt holders and shareholders, the probability of failure, the cost of capital and the market value of the firm. 

Risk facing the common shareholders is of two types, namely business risk and financial risk. Therefore, the risk faced by common shareholders is a function of these two risks, i.e. Business Risk, Financial Risk and finance risk. Business Risk refers to the risk associated with the firm’s operations. It is the uncertainty about the future operating income (EBIT), i.e. how well can the operating incomes be predicted. On the other hand, Financial Risk refers to the additional risk placed on the firm’s shareholders as a result of debt use i.e. the additional risk a shareholder bears when a company uses debt in addition to equity financing. Companies that issue more debt instruments would have higher financial risk than companies financed mostly or entirely by equity.


Financing a business through borrowing is cheaper than using equity. This is because:
1. Lenders require a lower rate of return than ordinary shareholders. Debt financial securities present a lower risk than shares for the finance providers because they have prior claims on annual income and liquidation.
2. A profitable business effectively pays less for debt capital than equity for another reason: the debt interest can be offset against pre-tax profits before the calculation of the corporate tax, thus reducing the tax paid.
3.  Issuing and transaction costs associated with raising and servicing debt are generally less than for ordinary shares.

These are some benefits from financing a firm with debt. Still firms tend to avoid very high gearing levels. One reason is financial distress risk. This could be induced by the requirement to pay interest regardless of the cash flow of the business. If the firm goes through a rough period in its business activities it may have trouble paying its bondholders, bankers and other creditors their entitlement. Leverage can occur in either the operating or financing portions of the income
statement. The effect of leverage is to magnify the effects of changes in sales volume on earnings.

2.0 Meaning and Types of Leverage

Leverage refers to the ability of a firm in employing long term funds having a fixed cost, to enhance returns to the owners. In other words, leverage is the amount of debt that a firm uses to finance its assets. A firm with a lot of debt in its capital structure is said to be highly levered. A firm with no debt is said to be unlevered. The term Leverage in general refers to a relationship between two interrelated variables. In financial analysis it represents the influence of one financial variable over some other related financial variable. These financial variables may be costs, output, sales revenue, Earnings Before Interest and Tax (EBIT), Earning per share (EPS) etc.

2.1 Types of Leverage
There are three commonly used measures of leverage in financial analysis. These are:
(i) Operating Leverage
(ii) Financial Leverage
(iii) Combined Leverage

i) Operating Leverage
Operating leverage (OL) may be defined as the employment of an asset with a fixed cost in the hope that sufficient revenue will be generated to cover all the fixed and variable costs. The use of assets for which a company pays a fixed cost is called operating leverage. With fixed costs the percentage change in profits accompanying a change in volume is greater than the percentage change in volume. The higher the turnover of operating assets, the greater will be the revenue in relation to the fixed charge on those assets. It is  is the extent to which fixed costs exist in the cost structure. It is the degree to which an entity commits itself to high levels of fixed costs other than interest payments in order to power profits during fine times. High operating leverage however, implies risk since fixed costs cannot be reduced when revenue falls in the short run.  A high proportion of fixed cost to total cost (high degree of operating leverage) over time may cause variability in profit. But a high ratio of variable cost to total cost indicates stability. It is easier to adjust variable cost than fixed cost when demand for the firms products decline. 

Operating leverage is a function of three factors:
(i) Amount of fixed cost
(ii) Variable contribution margin and
(iii) Volume of sales.

Operating Leverage (OL)= Contribution (C) / Earnings before interest and tax (EBIT)

Where, 
Contribution (C) = Sales – Variable cost and,
EBIT = Sales – Variable cost – Fixed cost

 It also given by,
Operating Leverage = [Quantity x (Price - Variable Cost per Unit)] / Quantity x (Price - Variable Cost per Unit) - Fixed Operating Cost 

Formula for determining Degree of Operating Leverage 
The formula used for determining the Degree of Operating Leverage or DOL is given by

DOL = % Change in EBIT / % Change in Sales 

The Degree of Operating Leverage Ratio helps a company in understanding the effects of operating leverage on the company’s probable earnings. It is also important in determining a suitable level of operating leverage which can be used in order to get the most out of the company’s Earnings before interest and taxes or EBIT. 

If the operating leverage is high, then a smallest percentage change in sales can increase the net operating income. The net operating income is the amount of income that is left after payments of fixed cost are made, regardless of how much sales has been made. Since the Degree of Operating Leverage or DOL helps in determining how the change in sales volume would affect the profits of the company, it is important to ascertain the value of degree of operating leverage in order to minimize the losses to the company. 

A business would benefit if it can estimate the Degree of Operating Leverage or DOL. The impact of the leverage on the percentage of sales can be quite striking if not taken seriously; therefore it is really important to minimize these risks of the business. If you get a higher degree of operating leverage or DOL then you should try and balance the operating leverage to balance with the financial leverage in order to provide with profits to the company. A company’s balance Degree of Operating Leverage can provide the financial leverage is an important factor contributing to business profits. Even a small percentage of increase in sales can help in having a greater proportion of profits in the company, so it is really important to maintain a balance between both financial leverage and operating leverage to yield maximum benefits 

Illustration 
 Company XYZ sold 1,000,000 widgets for $12 each. It has $10,000,000 of fixed costs (equipment, salaried personnel, etc.). It only costs $0.10 per unit to make each widget. 

Required:  Calculate that Company XYZ's operating leverage is: 
Operating Leverage = [1,000,000 x ($12 - $0.10)] / 1,000,000 x ($12 - $0.10) - $10,000,000 = $11,900,000/$1,900,000 = 6.26 or 626% 
This means that a 10% increase in revenues should yield a 62.6% increase in operating income (10% * 6.26). 

Importance of Operating Leverage in Financial Analysis 

In a sense, operating leverage is a means to calculating a company's breakeven point. However, it's also clear from the formula that companies with high operating leverage ratios can essentially make more money from incremental revenues than other companies, because they don't have to increase costs proportionately to make those sales. Accordingly, companies with high operating leverage ratios are poised to reap more benefits from good marketing, economic pickups, or other conditions that tend to boost sales. 
Likewise, however, companies with high operating leverage are more vulnerable to declines in revenue, whether caused by macroeconomic events, poor decision-making, etc. 
It is important to note that some industries require higher fixed costs than others. This is why comparing operating leverage is generally most meaningful among companies within the same industry, and the definition of a "high" or "low" ratio should be made within this context. 

ii) Financial leverage 

Financial leverage refers to the amount of debt in the capital structure of the business firm. If you can envision a balance sheet, financial leverage refers to the right-hand side of the balance sheet, the liability side. Operating leverage refers to the left-hand side of the balance sheet - the plant and equipment side. Operating leverage determines the mix of fixed assets or plant and equipment used by the business firm. Financial leverage refers to how the firm will pay for it or how the operation will be financed.

Degree of Financial Leverage (DFL)

Degree of financial leverage is the ratio of the percentage increase in earnings per share (EPS) to the percentage increase in earnings before interest and taxes (EBIT). 
Financial Leverage (FL) is also defined as “the ability of a firm to use fixed financial charges to magnify the effect of changes in EBIT on EPS 
Degree of Financial Leverage (DFL) = Percentage change in earnings per share (EPS)/Percentage change in earnings before interest and tax (EBIT)
When DFL is more than one (1), financial leverage exists. More is DFL higher is financial leverage.
A positive DFL/ FL means firm is operating at a level higher than break-even point and EBIT and EPS moves in the same direction. 
Negative DFL/ FL indicates the firm is  operating at lower than break-even point and EPS is negative.

Situation 1: No Fixed Interest Charges

Particulars 	   X 		Y
` `
EBIT 		100,000 	150,000
Tax @ 50% 	50,000              75,000
PAT 		50,000 	75,000
No. of share 	10,000 	10,000
EPS 		       5 		     7.5


Degree of Finance Leverage (DFL) = Change in EPS/ Change in EBIT 50%  = 50% =1


Situation 2: Positive Financial Leverage
Particular 	M		 N
EBIT 		100,000 	150,000
Interest             20,000              20,000
EBT                 80,000             130,000
Tax @ 50%     40,000             65,000
PAT                 40,000             65,000
No of Share 	10,000              10,000
            EPS 		      4                       6.5

Degree of Finance Leverage (DFL) = Change in EPS/ Change in EBIT = 62.5%*/50%  =1.25

[2.5/4 ×100]* 50%  = 62.5%


Situation 3 : When EBT is nil (EBIT = Fixed Interest)
Degree of Finance Leverage = EBIT/ Nil = undefined.

iii) Combined or Total, Leverage 

Combined, or total, leverage is the total amount of risk facing a business firm. It can also be looked at in another way. It is the total amount of leverage that we can use to magnify the returns from our business. Operating leverage magnifies the returns from our plant and equipment or fixed assets. Financial leverage magnifies the returns from our debt financing. Combined leverage is the total of these two types of leverage or the total magnification of returns. This is looking at leverage from a balance sheet perspective
Combined Leverage (Cl) = Operating Leverage (OL) × Financial Leverage (FL)
 
= [C/ EBIT] x [EBIT/ EBT]

Degree of Combined Leverage (DCL)
Degree of combined leverage (DCL) is the ratio of percentage change in earning per share to the percentage change in sales. It indicates the effect the sales changes will have on EPS.

DCL = DOL × DFL
[%Change in EBIT/ %Change in Sales]x [%Change in EPS/ %Change in EBIT]
 = %Change in EPS/ % Change in Sales
Like operating leverage and financial leverage, combined leverage can also be positive and negative combined leverage.

[bookmark: _GoBack]3.0 Summary
Operating leverage exists when a firm has a fixed cost that must be defrayed regardless of volume of business. It can be defined as the firm’s ability to use fixed operating costs to magnify the effects of changes in sales on its earnings before interest and taxes.
 Financial leverage involves the use fixed cost of financing and refers to mix of debt and equity in the capitalisation of a firm. Financial leverage is a superstructure built on the operating leverage. It results from the presence of fixed financial charges in the firm’s income stream.
Combined Leverage: - Combined leverage maybe defined as the potential use of fixed costs, both operating and financial, which magnifies the effect of sales volume change on the earning per share of the firm. Degree of combined leverage (DCL) is the ratio of percentage change in earning per share to the percentage change in sales. It indicates the effect the sales changes will have on EPS.
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