The more your money works for you, the less you have to work for money.

HW - Chapter 6 - Leverages - Q8
Statement showing Profitability of Alternative Schemes for Financing (Z in ‘00,000)
Particulars Existing Alternative Schemes
(i) (ii) (iii)

Equity Share capital (existing) 10 10 10 10
New issues - 10 5 -

10 20 15 10
7% debentures 10 10 10 10
6% debentures - - 5 10

20 30 30 30
Debenture interest (7%) 0.7 0.7 0.7 0.7
Debenture interest (6%) - - 0.3 0.6

0.7 0.7 1.0 1.3
Output (units in lakh) 1 1.5 1.5 1.5
Contribution per. unit (%) (SP - VQ) 20 22 22 22
Contribution (% lakh) 20 33 33 33
Less: Fixed cost 10 15 15 15
EBIT 10 18 18 18
Less: Interest (as calculated above) 0.7 0.7 1.0 1.3
EBT 9.3 17.3 17 16.7
Less: Tax (40%) 3.72 6.92 6.8 6.68
EAT 5.58 10.38 10.20 10.02
OL = Contribution /EBIT 2.00 1.83 1.83 1.83
FL = EBIT/EBT 1.08 1.04 1.06 1.08
CL = Contribution/EBT 2.15 1.91 1.94 1.98
EPS (EAT/No. of shares) () 5.58 5.19 6.80 10.02
Risk - Lowest [Lower than option (3)| Highest
Return - Lowest [Lower than option (3)| Highest

From the above figures, we can see that the Operating Leverage is same in all alternatives
though Financial Leverage differs. Alternative (iii) uses the maximum amount of debt and
results in the highest degree of financial leverage, followed by alternative (ii). Accordingly, the
risk of the company will be maximum in these options. Corresponding to this scheme,
however, maximum EPS (i.e., Rs. 10.02 per share) will be also in option (iii).

So, if Navya Ltd. is ready to take a high degree of risk, then alternative (iii) is strongly
recommended. In case of opting for less risk, alternative (ii) is the next best option with a
reduced EPS of Rs. 6.80 per share. In case of alternative (i), EPS is even lower than the existing
option, hence not recommended.
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