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00 00 000 00 0 0 0
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INTRODUCTION

The term leverage in general, refers to advantage gained 
for any purpose. In Financial Management Leverage 
Analysis is study of relationship between two 
interrelated financial variables (Risk and Return). Study 
of leverage is essential to define the risk undertaken by 
the shareholders.

Earnings available to shareholders fluctuate on account of two 
risks.

 Variability of EBIT – Operating Risk 
      (arises due to variability of sales and variability of expenses)

 Variability of EPS or ROE – Financial Risk

     (arises due to the impact of interest charges)



INTRODUCTION

FORMULA OF LEVERAGE

 𝐥𝐞𝐯𝐞𝐫𝐚𝐠𝐞 = %𝐂𝐡𝐚𝐧𝐠𝐞 𝐢𝐧 𝐃𝐞𝐩𝐞𝐧𝐝𝐞𝐧𝐭 𝒗𝒂𝒓𝒊𝒂𝒃𝒍𝒆
%𝐜𝐡𝐚𝐧𝐠𝐞 𝐢𝐧 𝐈𝐧𝐝𝐞𝐩𝐞𝐧𝐝𝐞𝐧𝐭 𝒗𝒂𝒓𝒊𝒂𝒃𝒍𝒆

 

Terms Used –

 % 𝐜𝐡𝐚𝐧𝐠𝐞 𝐢𝐧 𝐚 𝐯𝐚𝐫𝐢𝐚𝐛𝐥𝐞 = 𝐀𝐦𝐨𝐮𝐧𝐭 𝐨𝐟 𝒄𝒉𝒂𝒏𝒈𝒆
𝐀𝐦𝐨𝐮𝐧𝐭 𝐨𝐟 𝐨𝐥𝐝 𝒗𝒂𝒍𝒖𝒆

 𝐗 𝟏𝟎𝟎 

Important Points 
 This formula indicates how much will be the change in dependent variable for    

1% change in independent variable.



PROFITABILITY
STATEMENT

Particulars Rs.

Sales XXX

Less : Variable cost XXX

Contribution XXX

Less :  Fixed cost XXX

Operating Profit or EBIT XXX

Less : Interest XXX

Earnings Before Tax (EBT) XXX

Less : Tax XXX

Earnings After Tax (EAT) XXX

Less : Preference Dividend XXX

Earnings available to Equity shareholders (A) XXX

No. of Equity Shares (B) XXX

EPS (A/B) XXX



TYPES OF LEVERAGES



LEVERAGE

Meaning

Operating leverage is the firm’s ability to use fixed operating costs to 
magnify effects of changes in sales on its earnings before interest and 
taxes”. Operating Leverage measures Business Risk and risk of 
recovering Fixed Cost with contribution.

Explanation

A change in sales will lead to a More Than Proportional change in 
Earnings before interest and Taxes (EBIT) As Fixed Costs Shall remain 
constant. The effect of change in sales on EBIT is measured by 
operating leverage.

Sals & BETW
~

Y

Endependent Dependent.



TWO
LEVEL 

FORMULA

𝑂𝐿 = %஼௛௔௡௚௘ ௜௡ ா஻ூ்
%஼௛௔௡௚௘ ௜௡ ௌ௔௟௘௦

 

Terms Used 

% 𝐶ℎ𝑎𝑛𝑔𝑒 𝑖𝑛 𝐸𝐵𝐼𝑇 =
𝐶ℎ𝑎𝑛𝑔𝑒 𝑖𝑛 𝐸𝐵𝐼𝑇
𝑂𝑟𝑖𝑔𝑖𝑛𝑎𝑙 𝐸𝐵𝐼𝑇

%𝐶ℎ𝑎𝑛𝑔𝑒 𝑖𝑛 𝑆𝑎𝑙𝑒𝑠 =
𝐶ℎ𝑎𝑛𝑔𝑒 𝑖𝑛 𝑆𝑎𝑙𝑒𝑠
𝑂𝑟𝑖𝑔𝑖𝑛𝑎𝑙 𝑆𝑎𝑙𝑒𝑠

Important Points 

 In order to use above formula we need information about two levels of 
Sales.

 This formula gives degree of operating leverage at base level. i.e. original 
level considered in the Denominator.

 Degree of operating leverage indicates how much will be the expected 
change in EBIT for 1% change in Sales

-



ONE
LEVEL 

FORMULA

                                 𝑂𝐿 = ஼௢௡௧௥௜௕௨௧௜௢௡
ா஻ூ்

Terms Used

EBIT = Earning Before Interest and Taxes.

Important Points 

 This formula requires information about one level of sales only.
 If sales increase OL comes down, indicating that business risk has 

decreased.
 Degree of operating leverage indicates how much will be change in EBIT for 

1% change in sales.
 OL is expressed in times & not percentage.
 OL will be there only if there are Fixed operating costs in the cost structure of 

the company.
 If fixed cost is zero. OL will be 1 (No Operating leverage)



Contribution
OLi -

EBIT

= Contribution
-&

Contribution-fixed cost

This is going to help you to Find
-

Contribution of OL FC is give
by assuming contribution as I



SIGNIFICANCE
OF

OPERATING 
LEVERAGE

 DOL measure the impact of change in sales on operating income. 
Suppose DOL of a firm is 1.67 times, it implies that 1 % change in 
sales will lead to 1.67% change in EBIT. Hence, if sales increases 
by 20%. EBIT increases by 20% X 1.67% = 33%. Also, if sales 
decreases by say 40% EBIT shall decrease by 66.8%.

 DOL depends on fixed costs. If fixed costs are higher, Business Risk 
is higher & Hence DOL is higher and vice- versa.

 If DOL is high it implies that fixed costs are high. Hence the Break-
even point (no profit- no loss situation) would be reached at a 
higher level of sales. Due to the high Break-Even point, the margin 
of safely and profit would be low. This means that operating risk 
are higher. Hence a low DOL is preferred.

 A high DOL means that profits (EBIT) may be wiped off, even for a 
marginal reduction in sales.



ANALYSIS OF OPERATING LEVERAGE
Situation Nature of EBIT Nature of Operating Leverage

Contribution below 
BEP

EBIT is Negative DOL is negative.

Contribution at BEP EBIT is Zero DOL is Infinity/Undefined

Contribution Above 
BEP

EBIT is Positive DOL is positive

Contribution is Zero Zero or Negative DOL is Zero

Positive Contribution 
But No Fixed Cost

EBIT is Positive DOL is 1 

(No operating leverage)

Note: 

DOL will never be between 0 and 1 As Contribution can Never be less Than EBIT.



RELATIONSHIP BETWEEN OPERATING LEVERAGE & MARGIN OF SAFETY

1. Break Even Point is a Point Where Contribution = Fixed Cost that is No profit & No Loss.

2. Margin of Safety = 𝑪𝒐𝒏𝒕𝒓𝒊𝒃𝒖𝒕𝒊𝒐𝒏ି𝑭𝒊𝒙𝒆𝒅 𝑪𝒐𝒔𝒕
𝑪𝒐𝒏𝒕𝒓𝒊𝒃𝒖𝒕𝒊𝒐𝒏

= 𝐄𝐁𝐈𝐓
𝐂𝐨𝐧𝐭𝐫𝐢𝐛𝐮𝐭𝐢𝐨𝐧

3. DOL = 𝐂𝐨𝐧𝐭𝐫𝐢𝐛𝐮𝐭𝐢𝐨𝐧
𝐄𝐁𝐈𝐓

4. Higher Margin of safety indicates lower business risk & Higher profit and vice versa. MOS 

is inversely related to OL.

5. DOL = 1/ MOS.



FINANCIAL 
LEVERAGE

Meaning 

Financial Leverage is defined as the ability of a firm to use fixed 
financial charges (interest) to magnify the effects of changes in 
E.B.I.T. ( Operating profit) on the firm’s Earning per share (EPS). 
Financial Leverage measures financial risk i.e. risk due to using of 
debt in cap structure.

Explanation

Financial Leverage occurs when a company has debt content in its 
capital structure and fixed financial charges e.g. interest on 
debentures. These fixed financial charges do not vary with the EBIT. 
They are fixed and are to be paid irrespective of level of EBIT. Hence 
an increase in EBIT will lead to higher percentage increase in Earnings 
per share (EPS). This is measured by the Financial Leverage. 

= PSEBIT W
~ ↓

Independent Dependent .



TWO LEVEL 
FORMULA

FL = %ୡ୦ୟ୬୥ୣ ୧୬ ୉୔ୗ
%ୡ୦ୟ୬୥ୣ ୧୬ ୉୆୍୘

 

Terms Used 

% change in EPS = େ୦ୟ୬୥ୣ ୧୬ ୉୔ୗ
୓୰୧୥୧୬ୟ୪ ୉୔ୗ

 

% change in EBIT = େ୦ୟ୬୥ୣ ୧୬ ୉୆୍୘
୓୰୧୥୧୬ୟ୪ ୉୆୍୘

 

Important Points 

 It gives how much will be change in EPS for 1% change in EBIT

 Information at two levels is required to use this formula.

 We get Degree of financial leverage at base level i.e. sales level considered 
in the denominator. While calculating % change.



ONE LEVEL 
FORMULA

FL = ୉୆୍୘

୉୆୘ି ౌీ
భష౪

 

Terms Used 

PD = Preference Dividend

T = Income Tax Rate (Not Tax Amount)

EBIT = Earnings before Interest and Taxes

EBT = Earnings before Tax

Important Points 

 This formula can be used at one level of sales.

 If EBIT increases FL decreases indicating the decrease in Financial 
Risk.

 Financial Leverage is expressed in Times & not in Percentage.

 It gives how much will be change in EPS for 1% change in EBIT. 



FL - EIT only Interest
-

4 FL . is
EBT

geren
How No

EBIT Calculate
Fl = - EBIT PEBT

EBET-Enterest

FBIT assume as x



SIGNIFICANCE
OF

FINANCIAL 
LEVERAGE

 DFL measures the impact of change in EBIT (operating Income) on 
EPS (earning per share) Suppose. DFL of a firm is 4 times. It 
implies that 1 % change in EBIT will lead to 4 % change in EPS 
Hence. If EBIT increases by 10 % then EPS shall increase by 40%. 
Also, if EBIT decreases by say 5 % EPS shall fall by 20%.

 If DFL is high, it implies that fixed interest charges are high. This 
means that the financial risks are higher. The DFL is considered to 
be favourable or advantageous to the firm When it earn more on 
its total investment that what it pays towards debt capital. In other 
words. DFL is advantage only if Return on Capital Employed 
(ROCE) are greater than rate of interest on Debt.



ANALYSIS OF FINANCIAL LEVERAGE
Situation Nature of EPS Nature of Financial Leverage

EBIT Below Fixed Financial Charges EPS is negative. DFL is – ve

EBIT = Fixed Financial Charges EPS is Zero. DFL is Infinity/Undefined.

EBIT Below Fixed Financial Charges EPS is Positive. DFL is + ve

EBIT is Zero EPS is Zero or Negative DFL  is Zero

Positive EBIT But No Fixed Financial 
Charges

EPS is Positive DFL is 1 

(No Financial  leverage)

Note: 

DFL will never be between 0 and 1 As EBIT can Never be less Than EBT..



LEVERAGE

Meaning

Combine Leverage is used to measure the total risk of a firm i.e. 
operating Risk Financial Risk.

Explanation

Effect of Fixed Operating Costs (i.e. operating Risks) is measured by 
Operating Leverage ( DOL). Effect of Fixed Interest Charges ( i.e. 
Financial Risks) is measured by Financial Leverage (DFL). The 
combined effect of these is measured by combined Leverage (DCL).

Sals EPS
↓ ~

Independent Dependent



TWO LEVEL 
FORMULA

&
ONE LEVEL 
FORMULA

Two level Formula

                            𝐂𝐋 = %𝐜𝐡𝐚𝐧𝐠𝐞 𝐢𝐧 𝑬𝑷𝑺
% 𝐜𝐡𝐚𝐧𝐠𝐞 𝐢𝐧 𝑺𝒂𝒍𝒆𝒔

 

One Level Formula 

CL = OL x FL

Or

𝐂𝐋 = 𝐂𝐨𝐧𝐭𝐫𝒊𝐛𝐮𝐭𝐢𝐨𝐧

𝐄𝐁𝐓ି 𝐏𝐃
𝟏ష𝐭

 



SIGNIFICANCE
OF

COMBINED 
LEVERAGE

DOL measures impact of changes in Sales on EBIT. DFL 
measures the impact of changes in EBIT on EPS.DCL 
measures the combined impact. i.e. effect of change in 
Sales on EPS. If DCL is 2 times, it implies that a 10% 
increase in Sales will lead to 20% increase in EPS.



IDEAL 
COMBINATION 

OF
LEVERAGES

DOL DFL Effect Reasons and significance

High High Risky High DOL = High Fixed cost & BEP = High 
Operating Risk

High DFL = small fall in EBIT shall lead to great 
fall in EBT.

Equity Shareholders are Most Affected

High Low Careful High DOL’S impact is sought to be set off with 
low Financial risk. 

Hence Equity shareholder interest is safeguard.

Low Low Cautious and 
conservative

Low DOL= Low Fixed Costs & BEP = Low 
Operating Risk  But Equity shareholders gained 
are not maximized ,  since DFL is low. 

Low High preferable Low DFL = Low Fixed costs & BEP = Low 
Operating Risk.

Due to high DFL, small rise in EBIT leads to 
grater rise in EBT and EPS. 

Hence Equity shareholders gains are maximized.



PV RATIO

𝐏𝐕 𝐑𝐚𝐭𝐢𝐨 = 𝐓𝐨𝐭𝐚𝐥 𝑪𝒐𝒏𝒕𝒓𝒊𝒃𝒖𝒕𝒊𝒐𝒏
𝐓𝐨𝐭𝐚𝐥 𝑺𝒂𝒍𝒆𝒔

𝐱 𝟏𝟎𝟎 

Terms Used
Contribution = Sales  – Variable cost.

Important points
 This ratio can be calculated either with reference to per unit or total 

sales value.

 If PV Ratio is 40% it indicates that contribution is Rs. 40 and variable 
cost is Rs. 60 for Rs. 100 sales

 If selling Price and Variable cost both increase / decrease in same 
proportion then PV ration remains same.



EARNING
PER 

SHARE

𝐄𝐏𝐒 = 𝐄𝐚𝐫𝐧𝐢𝐧𝐠𝐬 𝐚𝐯𝐚𝐢𝐥𝐚𝐛𝐥𝐞 𝐭𝐨 𝐄𝐪𝐮𝐢𝐭𝐲 𝑺𝒉𝒂𝒓𝒆𝒉𝒐𝒍𝒅𝒆𝒓𝒔
𝐍𝐮𝐦𝐛𝐞𝐫 𝐨𝐟 𝐄𝐪𝐮𝐢𝐭𝐲 𝑺𝒉𝒂𝒓𝒆𝒔  

Terms Used
EAES = EAT – PD

Important Points
 EPS is different from Dividend Per Share.

 EPS is amount earned per Share where as Dividend per Share is 
amount actually distributed during the year by way of Dividend.

 EPS is calculated only for equity shareholders.



RETURN ON 
INVESTMENT

/
RETURN ON 
CAPITAL 

EMPLOYED
(BEFORE TAX)

𝐑𝐎𝐈/𝐑𝐎𝐂𝐄(𝐁𝐞𝐟𝐨𝐫𝐞 𝐓𝐚𝐱) = 𝑬𝑩𝑰𝑻
𝐓𝐨𝐭𝐚𝐥 𝐂𝐚𝐩𝐢𝐭𝐚𝐥 𝑬𝒎𝒑𝒍𝒐𝒚𝒆𝒅

 

Terms Used 

Total Capital Employed = Amount of Equity + Preference Capital + 
Long term debt

Important Points 

 It indicates overall return earned on total amount invested in the business.

 If ROI > Rate of Interest, then use of debt is beneficial.



RETURN ON 
EQUITY

𝑹𝐎𝐄 = 𝐄𝐚𝐫𝐧𝐢𝐧𝐠𝐬 𝐚𝐯𝐚𝐢𝐥𝐚𝐛𝐥𝐞 𝐭𝐨 𝐄𝐪𝐮𝐢𝐭𝐲 𝑺𝒉𝒂𝒓𝒆𝒉𝒐𝒍𝒅𝒆𝒓𝒔
𝐀𝐦𝐨𝐮𝐧𝐭 𝐨𝐟 𝑬𝒒𝒖𝒊𝒕𝒚

 

Terms Used

Amount of Equity = Equity Share Capital + Reserves & Surplus – Misc 
Expenditure

Important Points
 
 It gives after tax amount earned by equity shareholders.

 If ROE is less than expectation of the shareholders then market 
price will come down.



TOTAL ASSET 
TURNOVER 

RATIO

𝐓𝐨𝐭𝐚𝐥 𝐀𝐬𝐬𝐞𝐭 𝐓𝐮𝐫𝐧𝐨𝐯𝐞𝐫 𝑹𝒂𝒕𝒊𝒐 = 𝐍𝐞𝐭 𝑺𝒂𝒍𝒆𝒔
𝐓𝐨𝐭𝐚𝐥 𝑨𝒔𝒔𝒆𝒕𝒔

 

Terms Used

Total Assets = Fixed Assets + Current Assets.
Net Sales = Gross Sales – Sales Return

Important Points
 
 It gives Sales achieved with Rs. 1 of Total Assets.

 Total Asset does not include Miscellaneous Expenditure. Hence 
Don’t take total of Asset side as Total Assets.



SUMMARY

DOL DFL DCL

Show level of business risk. Show level of financial risk. Show level of total or combined

risk.

It Measures Impact of Fixed

operating Cost.

It measures impact of Fixed

Financial Charges.

It Measures Impact of Fixed

operating Cost & Fixed Financial

Charges.

DOL=Contribution/EBIT DFL=EBIT /EBT

Or

DFL=EBIT /EBT - PD

(1-t)

DCL=Contribution/EBT

Or

DCL = DOL * DFL

Measure % change in EBIT which

results from a 1 % change in sales.

Measure % change in EPS which

results from a 1 % change in EBIT

Measure % change in EPS which

results from a 1 % change in sales.

For example, if DOL is 3 & there is

8% increase in output then EBIT

will increase by 24% & if there is a

8% decrease in output EBIT will

decrease by 24%.

For example, if DFL is 2 & there is

5% increase in output then EBIT

then EPS will increase by 10% & if

there is a 5% decrease in EBIT, EPS

will decrease by 10%.

For example, if DCL is 6 & there is

8% increase in sales then EPS will

increase by 48% & if there is a 8%

decrease in sale then EPS will

decrease by 48%.

Low DOL is Preferred. High DFL is Preferable only if

ROCE > Rate of Interest.

A Combination of Low DOL & High

DFL is Preferable.

It is undefined at B.E.P It is undefined at Financial B.E.P. It is undefined at Financial B.E.P.

-PD
-

21-2)

DLL Cartil EBT



ILLUSTRATION 1



1 . 49 : EDIT
1 - 49 = 161820
-

EBT

-
. EBT = 1086040



Y

1 . 43 tury-
-

↑

2 - 13 tens

1 . 38



Profitability Statement

Sr.No Particulars Amount
A sals 8 400, 000

B uss-VC 6085800
-

2 Contributions 2AX 2455%) 2314200

D uss - FC 696000
-

E EBIT 1618200
F uss- Enterest CBF) 532168

4 EBT 10
,
86040

H uss-Tax & 40Y . 434416
I EAT 651624
T NO ·

of EquityIhave 500 000
K EPS 1 . 30



FL I EBIT
-

EBT

1 : 49 : 1618200
-

EBT

1 49 EBT = 1618200

EBT = 1618200
-

1: 49
F 1086040



① Operating I abutien
everage EBIT

= 2314208
-

7618200

- 1 : 43 tims

② Combined OLX FL

verage = 1 . 43X1 . 49
↑

- 2 . 13 turns



③ EPS = 1 . 30 Per share



ILLUSTRATION 2



CL- Contributes
-

EBT

-
EBET + F2
-

-

1400o
-

330755-

-

1400 or

- 2: 3625
-

Sals 101 EPI 23: 625% A



Combined Leverage  = Contribution/EBT
                                       =  EBIT +Fixed Cost/EBT
                                       =  3150000+ 157500/1400000
                                        = 2.3625 Times

Thus , If Sales Increases by 10% , EPS Shall Increase By 23.625 % (10*2.3625 )



ILLUSTRATION 3



SOLUTION



ILLUSTRATION 4

↑



sayy 2 <puratios 80 an

uss-VC 60a
-contribution 20or

uss- F 2 Hano

EBIT p
uss- Ent 3008

-

EBT low

us - Tay 15EAT



Fl = EIT
EBT

4 = EBIT
EBIT-Enterest

G = I
1 - 3008

4)) - 1200 = se
You

- y)1 = 12001)
=



/

OL = Cantrebutters
-

EBET

1790s = Contributiv
↳ ou

10 . 20 = Contribution
-

you

5 - 2 ↓ . Centri = 20 an-

um



Profitability Statement
Sr.No Particulars Company A Company B

A savy 8sand 3 Jo
13 uss- VC Gosp 245

2 Contributes Cono 12very

D less - FC 16000 goo
E EBIT ↳ our 3 000

I uss . Enterest- 300 200

Y EBT 1000 lov

H less-rat 450 450
J EAT 550 558



Companya
-

FL = EBIT
-

EBT

FL I EBIT
EBIT-enterest .

xn=
x -3000

4 s) - 12000 = 32

3) = 12000 (1 = 4000



Contributes - EBIT
-

-

MOS

- 40-

0-20

-

-
20000

a
OL I Contributions
-

EBIT
&

Yos = Contributes
- 5 x4000-Center-

↳ ter

110 . 20 = & now ↓ . Conti = 20000



Saus = Cantilev vario
= 20000/25%
- 8 vo

-



ILLUSTRATION 5



Sr.No Particulars 120000 Units 100000 Units

A Sales (No. of Units * Rs. 12) 1440000 1200000
B Less - variable Cost (No. of Units * Rs.8) 960000 800000
C Contribution (A-B) 480000 400000
D Less - Fixed Cost 200000 200000
E EBIT (C-D) 280000 200000
F Less - Interest 100000 100000
G EBT (E-F) 180000 100000
H Less - Tax (30%) 54000 30000
I EAT (G-H) 126000 70000
J No. of Shares 10000 10000
K EPS (EAT/No. of Equity Shares) 12.6 7
L Operating Leverage (Contribution/EBIT) 1.71 Times 2 Times
M Financial Leverage (EBIT/EBT) 1.56 Times 2 Times
O % Change in EPS 44.44% Decreased

Profitability Statement

5 . 6/12 . 6 x100



ILLUSTRATION 6



I

sayy 20 00on

uss-VC 18 o oax
-

contribution 1000 our

uss- F 2
Goom

EBIT 400a

uss- Ent zit) 150 un
-

EBT Q50 ou
us - Tay 125 s

=AT 125uW



No- of shares leg) 10 or

125=

PSL

22 = 024FL

4
= 2 : 53

- c = 1 . d

=BITEBIT 116 = L
-1 . 6 =

-

25san
EBT



150 wo
-

16%
- 937500-



Profitability Statement

Sr.No Particulars Amount

A Sales 2000000

B Less – Variable Cost 1000000

C Contribution (A-B) 1000000

D Less – Fixed Cost 600000

E EBIT (C-D) 400000

F Less – Interest 150000

G EBT (E-F) 250000

H Less – Tax at 50% 125000

I EAT (G-H) 125000

J Less – Preference Dividend 0

K EAES (I-J) 125000

L No. Of Equity Shares 100000

M EPS (K/L) 1.25



&

OL = Contribution
-

EBIT

2 . 50 I lou
EBIT

↓ EBIT= ou
2 .58

-
400 , 000-

25% Decline in san wit wipe out EPS

mean EPS show change by 100%



Chi Y change in EPS
-

% change in Sals

- I vo
-

-

25
-

- Y
I

Contribution
&

!

M
CL = -

EBT
4 I 1000 our

~ EBT = 250, 000-

EBT



summary-
EPS = 1 . 25 Per Share

-Dubt -

Enterest
-

cap it al Rateof
Enterest

- 15008
- -

16%

T 937500
=



ILLUSTRATION 7

-
-



16 : 80

1 :30

1 : 13

1 .46



Profitability Statement
Sr.No Particulars Amount

A Sales 50.00
B Less - variable Cost (65%) 32.50
C Contribution (A-B) 17.50
D Less - Fixed Cost 4.00
E EBIT (C-D) 13.50
F Less - Interest 1.50
G EBT (E-F) 12.00
H Less - Tax (30%) 3.60
I EAT (G-H) 8.40







ILLUSTRATION 8
Calculate the Operating leverage , Financial Leverage and combined Leverage from the following data 
under situation I and II and Financial Plan A and B

Installed Capacity 

Actual Production and Sales

Selling Price

Variable Cost

Fixed Cost

Under Situation I

Under Situation II

4,000 units

75% of the capacity

Rs. 30 per Units

Rs. 15 per Units

Rs. 15,000

Rs. 20,000
Financial Plan

Capital Structure

A

Rs.

B

Rs.
Equity

Debt (Rate of Interest at 20%)

10,000

10,000

15,000

5,000
Total 20,000 20,000



PROFITABILITY STATEMENT AND COMPUTATION OF LEVERAGES

SR.NO PARTICULARS

FINANCIAL PLAN A FINANCIAL PLAN B

SITUATION
 1

SITUATION 
2

SITUATION 
1

SITUATION 
2

A INSTALLED CAPACITY 4000 4000 4000 4000
B ACTUAL SALES (75% OF A) 3000 3000 3000 3000
C SELLING PRICE 30 30 30 30
D SALES (B*C) 90000 90000 90000 90000
E VARIABLE COST (15*B) 45000 45000 45000 45000
F CONTRIBUTION (D-E) 45000 45000 45000 45000
G FIXED COST 15000 20000 15000 20000
H EBIT (F-G) 30000 25000 30000 25000
I INTEREST 2000 2000 1000 1000
J EBT (H-I) 28000 23000 29000 24000
K DOL (F/H) 1.50 1.80 1.50 1.80
L DFL (H/J) 1.07 1.09 1.03 1.04
M DCL (F/J) 1.61 1.96 1.55 1.88



ILLUSTRATION 9

&



-

-



FL I EBTT
EBT

1 : 25 I -
7) . Enterest

1 - 25 ~ &
x - 2420

125s) - 30250 = x

-x = 121000



I Financial urrage = CL/FL
= 250/2
= 125 turis

a) operating levrage I Contribution
-

EB IT

2 = Contributin
-

Contribution-fixed cost



2 = &

C-3400

2x1-6800 = 11

% (C = 680, 000

-x100.. PIV vario - Contribution
- -

says
M

-
6800 X100
-

5000 ver

= 13 . 60 %



EPS=IETT-Internet (1-30)
No· of equity shares

Eps=_Now-2a200s (1-303

3400

T 0 . 20 Per share



B Asset turnove Natio = sals
-

Total Assely

-

-
50 ou ou
-

Autof & Aust of
↑

Early 7

= 500
3400000 + 3025000

- 50 oo ver
-

6425ON
- 0 . 78



As AssetFurover Natio is 0 . 78

which islow that Indusky's 150 ,me
came say that it has low asset furnorch

* EBT = (ausxplusatio - Fixed cost -

Interest

O = CX 0 . 136 - 3400-
242 vo

= 42792
-



ILLUSTRATION 10







PROFITABILITY STATEMENT OF BETATRONICS LTD AND COMPUTATION OF 
LEVERAGES

SR.NO PARTICULARS AMOUNT
A SALES 340000
B VARIABLE COST 60000
C CONTRIBUTION (A-B) 280000
D FIXED COST 60000
E EBIT (C-D) 220000
F INTEREST 60000
G EBT (E-F) 160000
H TAX 56000
I EAT (G-H) 104000
J NO. OF SHARES 80000
K EPS (EAT/No. of Equity Shares) 1.30
L DOL (Contribution/EBIT) 1.27
M DFL (EBIT/EBT) 1.38
N DCL (Contribution/EBT) 1.75



DCL OF 1.75 INDICATES 1% CHANGE IN SALES WILL CHANGE EPS BY 1.75% 

STATEMENT SHOWING EFFECT ON EPS ON CHANGE IN SALES

SR.NO PARTICULARS SITUATION 1 SITUATION 2

A % CHANGE IN SALES 20% UP 20%  DOWN

B DCL 1.75 1.75

C TOTAL CHANGE IN EPS IN % (A*B) 35% UP 35% DOWN

D EXISTING EPS 1.30 1.30

E NEW EPS 1.76 0.85



ILLUSTRATION 11 (PYP NOV 2019) 10 MARKS





18000 = 0· 70x-16800

0 . 701 = 34800

x = 497



Profitability Statement

Sr.No Particulars Amount

A sals & Total Assetxh) 26000x4) W24000
B less-Vanable Cost 2Ax60%) T1440 00
C Contribution -9 Gar

D uss-Fixed Cost ~ 20 van
E EBIT ↑760 an
F less - interest ~ 24 on

Y EBT rassow







ILLUSTRATION 12 (PYP NOV 2020) 10 MARKS











ILLUSTRATION 13 (PYP DEC 2021) 10 MARKS

Information of A Ltd. Is given below :

• Earning after tax : 5% on sales

• Income tax rate : 50%

• Degree of Operating Leverage : 4 times

• 10% Debenture in capital structure : Rs 3 lakhs

• Variable cost : Rs 6 lakhs

-



2) Calculate Financial Leverage & Combined Leverage.

3) Calculate the percentage change in earning per share, if sales increased by 5%

Sales XXXX
Less : Variable cost Rs. 6,00,000
Contribution XXXX
Less : Fixed Cost XXXX
EBIT XXXX
Less : Interest expenses XXXX

EBT XXXX
Less : Income tax XXXX
EAT XXXX

1) From the given data complete the following statement :

S 1200 wo
Gooux Go no o-
-y)-sooa Goo an

0.101 + 30ou 450m
150no

3000 30a ⑧ 30000

0 . 10s T28a
0 . 0559 Go an
0- 0552 som



L
02 = EBtT

4 = el-sour
-

8-10sst 30
an

0 :

46 + 1200 = 1)-Sooa

~ 0 . 60 : - T200

- , j) = 1200 00



Profitability Statement
Sr.No Particulars

Assumed Actual

A say 19 1200

Bless-Variable Cost Good Good

C Contributa >-600a 600a

1) uss- Fixed Cost 450a
↳W EBIT 0 . 1001730e 15 a

F Lys - Enteral. 30m 30a

U EB3 T
0 . 10x 120a

17 less- ↑af & 50% 0 . 053 So no
I EAT 0 . 059( Goo



Operating levage= Contribution
-

EBIT

4 = 1000a

O-los +300

O . 40s) + 120a = x-600 an

0 . 60x1 = - T20a

a = 1200/0 · Gos

- 1200000



Fusascial leverage ET = = 1 :25

EBT 10a fury

/

Curbend Garage = Entributio Govan = J- F
-

&

EBT 120m Hums

If saves inness by 5
% Ets shar

In sease by 25%As Ambined

everage is 5



ILLUSTRATION 14 (RTP MAY 2022)
--

=

-

-



P Ad Q und

DOL
I DOL = %zxe-

↑10)
~ I

- I -

- 0 . 25
0 . 28

DOL = 5 timi = 4 Hemis



↑ und Q la

Enterest = 150a Enterest= 150000 - lg/500
= 1500 - 500

= 100a

P ve a ue

F2 = 4 This FL T 4x75%

↳ tens





ILLUSTRATION 15 (PYP NOV 22) 10 MARKS



No· of Equity shares
-

-

↑ Evatio MPS ' Eps = EAT
-I - No · of

EPS eq shary

10 = 140
I u = 100-

EPS No·of

↓. EPS = 14 equshan
1 . NO of = 140214
equshes = la

Shape



Pre-Tax Interest rate = 5 . 60/70%
~ 8%
-
-

~ Interest = 125
,

000x8 % = 10 a





ILLUSTRATION 16 (PYP MAY 23) 5 MARKS

Following information is given for X Ltd.:

Total contribution (₹)                                                                               4,25,000

Operating leverage                                                                                       3.125

15% Preference shares (₹ 100 each)                                                          1,000

Number of equity shares                                                                               2,500

Tax rate                                                                                                            50%

Calculate EPS of X Ltd., if 40% decrease in sales will result EPS to zero.



Combined leverage -"changeEn EPS
·

/ change in Saly

I 1 vo
-

48

&
Ch I 250

-



Combined Contribution
=
-

Leverage EBT- D
Cit)

2 : 50 = 425 ov
Torx-
-

2-0 ·5)
2. 50 - 425 our

ston
2.50, - Yow = 425

,

000
I 200000

CC = 42 so +ysor/ 250



Calculation of EPS

Sr.No Particulars Amount

A EBT 200 ou

B uss-Tax & 50% 1000

2 EAT 100 ap

D uss- equence Dividend
&

15or

E Earnings available to quety -
Shareholders (C-D) 8Joe

F No· of equest share 2500

G EPS =
I 342(F)



ILLUSTRATION 17 (MTP NOV 22 SERIES 1) 5 MARKS 



Butak Even Point = 30, 000 unis.

at Break Even Posit

Contribution = Fixed cost.

No-of (saus- = Fixed cost ·↑

unet variable)cost

30, 000 (21-13. 50) I FixedCost

: .

Fixed cost= 225000



Profitability Statement

Sr.No Particulars 37500
Units

45000
Units

&A Saus 21 Pe unit 787500 945 00

B less-Variable cost &13 . 50 Munit 506250 607508

2 Contribution 281258 3375u

D uss-tixed Cost 225on 225a

E EBIT CC - D) 56250 11 250
A

F operating wesage (Contribute I 5 His 3 times
EBIT)



ILLUSTRATION 18 (MTP NOV 22 SERIES 2) 5 MARKS 



Profitability Statement

Sr.No Particulars Amount

A Sales 6800000

B Less – variable Cost (A*60%) 4080000

C Contribution (A-B) 2720000

D Less – Fixed Cost 1632000

E EBIT (C-D) 1088000

F Less - Interest 393714

G EBT 694286

H Less - Tax 208286

I EAT 486000

[Bur Fis)
&boy



Sr.No Particulars Amount

J Less  - PD 10000

K EAES 476000

L No. of Equity Shares 150000

M EPS 3.17



Combined =% change in tis
-

everage ·

change i'm sabs

= 100
--

25
M

Combined = 4 turns

everage ↑



I

Combined = Contribution
-

urwagen EBT-ID
(1-t)

Y = Boro
x- loorp
-

21 - 0 .30)
4 = 220ove

x - 14286



4x - 57144 = 2720, 000

4x1 = 2777144

x = 694286



Summary-
-

Interest 393714

Amount of = 393714/12
Debt

- 3280958
-

EPS - 3 : 17



ILLUSTRATION 19

A Firm sells its only product at Rs. 10 per unit. Its variable cost ratio is 70% while fixed costs are 
Rs. 1,000. Present sales are 1,000 units. Find By what % should sales fall before the firm starts 
incurring losses?

A



Projetabiy statement

SV . NO Particulars Amt

If sals & 1000 x1o] 10a

B uss-valable cost (1440] Yves
-

C Contributions (A-B) 3vo

D Fixed cost loo
-

E EBIT2C- D) zvero
-

OL = I 1 . 5Entition soe &

fery



OL = Y change in EBIT
-

% change in sal

1 : 5 - log
-

S

115s) = 158

c = 100/15
- 66 . 67 %

of says Drop by more than 66 . st% Firm



uni start incurring loss.



ILLUSTRATION 20
Following information have been provided by ABC Private Limited:

Sales Rs. 80,00,000

Variable Cost Rs. 46,00,000

Fixed Cost Rs. 6,50,000

11 % Borrowed Capital Rs. 50,00,000

Equity Capital Rs. 45,00,000

Retained Earnings Rs. 15,00,000

1. What is the Firm’s Return on Investment (ROI)?
2. Does it have favorable Financial Leverage?
3. If the Firm belongs to an Industry whose Asset Turnover is 3, does it have a high or low Asset 

Leverage?
4. If the Sales drop to Rs. 60,00,000, what will the new EBIT be?
5. At what level of Sales, will the EBT of the Firm be equal to zero? 



Tropiabirig Statement -

So : No Particulars Aush

A sals 80 00oup

B les-variable cost 260000

2 Contributes (A-B) 3400000

D less-fixed cost 650000

E EBIT 22- 1) 2750000

F less- Enterest 550cr

9 EBT 2200 ooy



L Firs RE

ROI = EBIT X100
-

Capital employed

EBIT = 2750, 000

Capital employed = Equity Capital + Returned
earningsa longfermwas

= 4500000 + 1500000 +
50 o oor

- 110 00 ooo-



120 I I 2750, 000 * 100-
11000000

~ 25%

2. WhetherFins has Favourable Financial

Leverage
As ROCE(5)y Rate of Entertain) It cambe
&aid that firm has Favourable

feriancial leverage.



3. Assetcomputation of urrage.

Asset Turnover I say
Ratio Total Assely -

= 8o or our
-

110 00or

= 8- 43

The Firms has asset leverage ofOnly 0 - 73

al compared to Industry's 3 Thus it'
Can be Concluded that Ferri has low Asset

lenrage



4 . New EBIT If sars Drop to 600 to

02 = Contribute
-

EB IT

- 340000
-

2450de

- 124 timis

O L of 124 tim's indicates that 1 % change
in says shall had 1 . 24% change in EBIT



If says drops to 6000000 Fom

80, 000 it many says de beased by
25 % Thus EB It Sha Hau by
25 X124 = 31%

- New EBrT = Existing - 31 %
EBIT

= 2750000 - 31 %

= 1897508
--



5 . Says level For EBT = 0

EBT = Gaux Pyratio) - Fixed cost =

Interest

. Pyratio of Ferm Entribution
- X Ive
sales

- 3400oo X100
-

8000ou

- 42 . 50Y
-

-
-



0 = 0 . 425x = 650, 000 - 550, 000

- 0-425x = - 120000

* - x = 1200
0-425

= 2823530

↓
- sales wel of 28 23530 Ihav lad

EBT to zue




