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4. Company P and Q are having same earnings before tax. However, the margin of safety of 
Company P is 0.20 and, for Company Q, is 1.25 times than that of Company P. The interest 
expense of Company P is ` 1,50,000 and, for Company Q, is 1/3rd less than that of 
Company P. Further, the financial leverage of Company P is 4 and, for Company Q, is 75% 
of Company P.  

 Other information is given as below: 

Particulars Company P Company Q 

Profit volume ratio 25% 33.33% 

Tax rate 45% 45% 

 You are required to PREPARE Income Statement for both the companies. 

Ans:     Income Statement 

Particulars Company P (`) Company Q (`) 

Sales 40,00,000 18,00,000 

Less: Variable Cost 30,00,000 12,00,000 

Contribution 10,00,000 6,00,000 

Less: Fixed Cost 8,00,000 4,50,000 

EBIT 2,00,000 1,50,000 

Less: Interest 1,50,000 1,00,000 

EBT 50,000 50,000 

Tax (45%) 22,500 22,500 

EAT 27,500 27,500 

Workings: 

(i) Margin of Safety  

For Company P = 0.20 

For Company Q = 0.20 x 1.25 = 0.25 

(ii) Interest Expenses 

For Company P = ` 1,50,000  

For Company Q = ` 1,50,000 (1-1/3) = ` 1,00,000   

(iii) Financial Leverage 

For Company P = 4  

For Company Q = 4 x 75% = 3   

(iv) EBIT 

 For Company A 

Financial Leverage  = EBIT/(EBIT- Interest) 

4     = EBIT/(EBIT- ` 1,50,000) 

4EBIT – ` 6,00,000 = EBIT 

3EBIT   = ` 6,00,000 
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EBIT   = ` 2,00,000 

For Company B 

Financial Leverage  = EBIT/(EBIT - Interest) 

3     = EBIT/(EBIT – ` 1,00,000) 

3EBIT – ` 3,00,000 = EBIT 

2EBIT   = ` 3,00,000 

EBIT   = ` 1,50,000 

(v) Contribution 

 For Company A 

Operating Leverage  = 1/Margin of Safety 

    = 1/0.20 = 5 

Operating Leverage  = Contribution/EBIT 

  5   = Contribution/` 2,00,000 

Contribution  = ` 10,00,000 

For Company B 

Operating Leverage  = 1/Margin of Safety 

     = 1/0.25 = 4 

Operating Leverage  = Contribution/EBIT 

     4    = Contribution/` 1,50,000 

            Contribution  = ` 6,00,000 

(vi) Sales 

 For Company A 

Profit Volume Ratio  = 25% 

Profit Volume Ratio  = Contribution/Sales � 100 

   25%  = ` 10,00,000/Sales 

             Sales  = ` 10,00,000/25% 

            Sales  = ` 40,00,000 

For Company B 

Profit Volume Ratio  = 33.33% 

Therefore, Sales  = ` 6,00,000/33.33% 

             Sales  = ` 18,00,000 
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