The tradeoff of operating leverage and financial leverage

Operating leverage- the responsiveness of the firm’s earnings to fluctuations in sales.  A firm’s earnings will be more impacted by changes in sales levels if they have a higher ratio of fixed costs to variable costs.  

This relationship is clearly exhibited if we recall the impact of variable and fixed costs in computing the breakeven point.

Breakeven point = Number of units that must be sold in order to make EBIT = 0.

(Sales price per unit ( Units sold) - (Variable cost per unit ( Units sold) - Fixed costs = EBIT = 0

 Manipulate:
(P(Q) - (VC( Q) - FC  = 0

(P - VC) ( Q = FC



QBE = FC / (P - VC)

so, as FC (like bond payments) increase, the number of BE Units increases.

Let’s look at 

DOLbase : Q ( P-VC) / [Q(P-VC) - FC]= % change in EBIT / % change in sales

DFLEBIT = EBIT/ [EBIT -I] = % change in EPS / % change in EBIT 

then, DTL = DOL ( DFL  = % change in EPS / % change in sales

Notice that this only refers to leverage not total risk.  

Let us assume that a firm has 

Q = 100,000

P = $10 

VC = $5

FC = $400,000

I = interest for period = $50,000

t=30%

100,00 shares of common stock

While the likelihood of Bankruptcy increases as more debt is introduced into a firm’s capital structure, there are certainly other factors that influence bankruptcy risk.  The degree of total leverage (DTL) does not address the riskiness of the firm in relation to factors that are not on the firm’s balance sheet.  A firm in highly competitive or risky industry will have a higher risk of financial trouble than a firm in a stable industry.  For example, firms in regulated industries, like electricity providers, have a very low level of business risk.  Established food producers may experience only small changes in sales levels as the economy moves through its cycles.  The degree of operating leverage (DOL) addresses the change in earnings due to changes in sales, but it does not address the question of the responsiveness of sales levels to outside forces.

As a result, firms have a tradeoff between their business risk and the amount of leverage they choose to employ. 

