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Unit II  

 Capitalization- Meaning, Importance, Over Capitalization, Under 

Capitalization & Optimum Capitalization  

 Capital Structure – Meaning, forms & determinants of capital structure  

 Leverages – Financial Leverage, Operating Leverage & Combined Leverage, 

Planning the capital Structure by EBIT-EPS Analysis 

OUTCOMES:  

1. Capitalization: 

 

 Meaning: Total value of a company's equity and long-term debt. 

 Importance: Reflects financial health and influences funding options. 

 

2. Capital Structure: 

 

 Meaning: Mix of a company's debt and equity financing. 

 Forms: Equity (from shareholders) and debt (borrowed funds). 

 Determinants: Factors influencing capital mix decisions. 

 

3. Leverages: 

 

 Financial Leverage: Use of debt to boost return on equity. 

 Operating Leverage: Impact of fixed and variable costs. 

 Combined Leverage: Total effect on profitability. 

 

4. Planning Capital Structure: 

 

 EBIT-EPS Analysis: Examines capital structure impact on earnings per share at 

different earnings levels. 
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 Capitalization: 

Capitalization in finance refers to the total value of a company's outstanding shares of stock, 

representing the equity that shareholders have in the company. It is a crucial aspect of financial 

management and plays a significant role in determining a company's financial health and 

operational capabilities. 

 

 Meaning of Capitalization: 

Capitalization can be defined as the total value of a company's outstanding shares of stock, 

calculated by multiplying the current stock price by the total number of outstanding shares. It 

reflects the market's perception of the company's worth. 

 

 Importance of Capitalization: 
 Financial Stability: A well-capitalized company is more financially stable and can withstand 

economic downturns or unexpected expenses. 

 Investor Confidence: Investors often assess a company's capitalization when making 

investment decisions. A higher capitalization may indicate a more established and reliable 

company. 

 Borrowing Capacity: Companies with higher capitalization may find it easier to secure loans 

and financing at favourable terms. 

 Expansion Opportunities: Well-capitalized companies are better positioned to fund 

expansion, research, and development projects. 

 

 Over Capitalization: 

Over capitalization occurs when a company has more capital (equity and debt) than its actual 

requirements for profitable operations. This can lead to lower returns on investment for 

shareholders and may signal inefficiency in resource utilization. 

 Consequences of Over Capitalization: 

 

 Lower return on equity for shareholders. 

 Reduced dividend payments. 

 Potential decline in the market value of the company's shares. 

 

 

 



VISION INSTITUTE OF TECHNOLOGY,  
                                         SUBJECT: FINANCIAL MANAGEMENT  

UNIT 2: Capitalization, Capital Structure, And Leverages 

Page3  Faculty: ANKUR RAJPOOT 

 

 Under Capitalization: 

Under capitalization is the situation where a company has insufficient capital to support its 

operations and growth. This may lead to financial instability, difficulty in meeting obligations, and 

limited expansion opportunities. 

 Consequences of Under Capitalization: 

 

 Increased financial risk. 

 Difficulty in meeting debt obligations. 

 Limited ability to invest in growth opportunities. 

 

 Optimum Capitalization: 

Optimum capitalization is the ideal balance between debt and equity that maximizes shareholder 

wealth and ensures the company's financial stability. Achieving optimum capitalization involves 

considering the company's risk tolerance, growth prospects, and the cost of capital. 

 Characteristics of Optimum Capitalization: 

 

 Balancing debt and equity to minimize the cost of capital. 

 Maximizing shareholder value. 

 Supporting operational requirements and growth initiatives. 

 

 Capital Structure: 

Capital structure refers to the mix of different sources of long-term funds that a company uses to 

finance its overall operations and growth. It represents the proportion of debt, equity, and other 

securities that constitute a company's financial makeup. A well-thought-out capital structure is 

crucial for a company's financial health and performance. 

 

 Forms of Capital Structure: 

 
 Equity Capital: 

 

 Represents ownership in the company. 

 Includes common and preferred stock. 

 Equity shareholders have voting rights and are entitled to a share of profits. 
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 Debt Capital 

 

 Involves borrowing money through loans, bonds, or other debt instruments. 

 Debt holders are creditors and have no ownership stake but receive fixed interest 

payments and the return of principal. 

 

 Hybrid Capital: 

 

 Combines features of both equity and debt. 

 Examples include convertible bonds and preferred stock that can convert into common 

stock. 

 

 Determinants of Capital Structure: 

 
1. Financial Leverage: 

 The use of debt to amplify returns. 

 A company with higher financial leverage has more debt relative to equity. 

 

2. Business Risk: 

 Companies operating in riskier industries may opt for a capital structure with less debt to 

avoid financial distress during economic downturns. 

 

3. Tax Considerations: 

 Interest on debt is tax-deductible, making debt financing more attractive from a tax 

perspective. 

 Companies in higher tax brackets may favor debt to reduce their tax liabilities. 

 

4. Cost of Capital: 

 Balancing the cost of debt and equity to minimize the overall cost of capital. 

 Striking a balance that maximizes shareholder wealth. 

 

5. Profitability: 

 Profitable companies may find it easier to service debt, influencing their decision to use 

debt financing. 

 

6. Market Conditions: 

 Economic conditions, interest rates, and investor sentiment can impact the availability and 

cost of debt and equity. 
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7. Company Size: 

 Smaller companies may rely more on equity financing due to limited access to debt 

markets. 

 

8. Flexibility: 

 The need for flexibility in financial decisions may influence the choice between debt and 

equity. 

 

9. Dividend Policy: 

 Companies with a high dividend payout ratio may prefer equity financing to avoid the fixed 

interest payments associated with debt. 

 

10. Management Attitude: 

 The preferences and risk tolerance of management can influence capital structure 

decisions. 

 

 Importance of Capital Structure: 

 
1. Risk Management: Balancing debt and equity helps manage financial risk and ensures 

solvency. 

 

2. Cost of Capital: Optimal capital structure minimizes the cost of capital, maximizing 

shareholder value. 

 

3. Flexibility: A well-designed capital structure provides financial flexibility to adapt to 

changing business conditions. 

 

4. Value Maximization: Achieving the right capital structure contributes to maximizing the 

overall value of the firm. 

 

5. Investor Confidence: A balanced capital structure can enhance investor confidence and 

creditworthiness. 
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 Leverages 

Leverage refers to the strategic use of various resources or factors to amplify the potential return 

on an investment or to increase the impact of a particular outcome. In the context you've 

mentioned, there are three common types of leverage: 

o Financial Leverage: Use of debt to boost return on equity. 

o Operating Leverage: Impact of fixed and variable costs. 

o Combined Leverage: Total effect on profitability. 

 Financial Leverage: 

 
Financial leverage refers to the use of debt or borrowed capital to increase the potential return on 

investment or equity. It involves using borrowed funds to finance an investment with the 

expectation that the returns generated will be higher than the cost of the borrowed capital. 

 

Here's how financial leverage works: 

 

 Borrowing Capital: A company or an investor borrows money, typically through loans or by 

issuing bonds, to supplement their own funds for making investments or conducting 

business activities. 

 Increased Investment Capacity: By leveraging debt, the entity has a larger pool of capital 

to invest or use for business operations than it would have had with only its own equity. 

 Amplified Returns: If the investments or business activities generate returns that are 

higher than the cost of the borrowed funds (interest payments), the financial leverage 

magnifies the return on equity. 

 Risk and Reward: While financial leverage can amplify returns, it also increases the risk. If 

the returns on the investment are lower than the cost of the borrowed funds, it can result 

in magnified losses and financial distress. 

 Return on Equity (ROE): Financial leverage directly impacts the return on equity. The ROE 

is a measure of how effectively a company is using its equity to generate profits. By 

leveraging, a company aims to increase its ROE by earning more on the borrowed capital 

than it pays in interest. 

 

 Operating Leverage 

Operating leverage refers to the degree to which a company's operating costs are fixed versus 

variable. It highlights the impact of changes in sales or production on a company's operating 

income (earnings before interest and taxes, EBIT). The mix of fixed and variable costs in a 

company's cost structure determines its operating leverage. 

1. Fixed Costs: 

Definition: Fixed costs are expenses that do not vary with the level of production or sales. They 

remain constant regardless of the volume of goods or services produced. 
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Examples: Rent, salaries of permanent employees, insurance premiums, and depreciation on fixed 

assets. 

2. Variable Costs: 

Definition: Variable costs are expenses that change in direct proportion to the level of production 

or sales. As production increases, variable costs increase, and vice versa. 

Examples: Raw materials, direct labor, and utilities directly tied to production levels. 

 Impact of Operating Leverage: 

a. High Operating Leverage: 

 Fixed Costs Dominance: A company with high operating leverage has a significant portion 

of fixed costs relative to variable costs. 

 Amplified Impact: In a high operating leverage scenario, small changes in sales or 

production can result in larger percentage changes in EBIT. 

 Risk and Reward: While high operating leverage can amplify profits in favorable conditions, 

it also increases the risk of losses during downturns. 

b. Low Operating Leverage: 

 Variable Costs Dominance: A company with low operating leverage relies more on variable 

costs than fixed costs. 

 Stable Impact: Changes in sales or production have a more proportionate effect on EBIT in 

a low operating leverage situation. 

 Reduced Risk and Reward: Lower potential for significant profit amplification, but also 

reduced vulnerability to losses during downturns. 

Formula for Operating Leverage: 

The degree of operating leverage (DOL) is calculated using the following formula: 

                             

Example: 

If a company has high fixed costs and experiences a 10% increase in sales, and this results in a 

20% increase in EBIT, the degree of operating leverage would be 2 (20%/10%). 

 Considerations: 

Companies with high operating leverage may benefit more from an increase in sales, but they are 

also more exposed to downturns. Understanding a company's operating leverage is crucial for 

financial planning, risk management, and decision-making. 
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 Combined Leverage 

Combined leverage is a concept that considers the impact of both operating leverage and financial 

leverage on a company's profitability. It looks at the overall effect of changes in sales or 

production on a company's earnings per share (EPS). Combined leverage takes into account both 

the operating income (EBIT) changes due to operating leverage and the net income changes 

resulting from financial leverage. 

 

1. Operating Leverage Recap: 

 As mentioned earlier, operating leverage focuses on the impact of changes in sales or 

production on a company's operating income (EBIT). 

 It is primarily associated with the mix of fixed and variable costs in a company's cost 

structure. 

2. Financial Leverage: 

 Definition: Financial leverage refers to the use of debt (borrowed capital) to increase the 

return on equity (ROE) and earnings per share (EPS). 

 Impact: When a company uses debt to finance its operations, it incurs interest expenses. 

Financial leverage magnifies the returns to shareholders when the return on assets (ROA) 

is greater than the cost of debt. 

 Combined Leverage Formula: 

The degree of combined leverage (DCL) is calculated by multiplying the degree of operating 

leverage (DOL) by the degree of financial leverage (DFL). 

                                  

Degree of Financial Leverage (DFL) Formula: 

      

Overall Impact of Combined Leverage: 

 Positive Impact: When a company has both high operating leverage and high financial 

leverage, it can experience a magnified positive impact on EPS in periods of growth or high 

sales. 

 Negative Impact: Conversely, in periods of decline or reduced sales, the negative impact on 

EPS is also magnified, and the company may face increased financial risk. 
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Example: 

If a company has a degree of operating leverage (DOL) of 2 and a degree of financial leverage 

(DFL) of 1.5, the degree of combined leverage (DCL) would be 3 (2 * 1.5). 

 Considerations: 

 Combined leverage helps management and investors understand the total effect of 

changes in sales on a company's profitability. 

 It emphasizes the importance of balancing both operating and financial leverage to 

optimize overall financial performance. 

 High combined leverage can lead to higher returns in good times but increased 

vulnerability in challenging economic conditions. 

 

 PLANNING THE CAPITAL STRUCTURE BY EBIT-EPS ANALYSIS 

EBIT-EPS analysis, also known as "earnings before interest and taxes-earnings per share analysis," 

is a financial planning tool that helps in evaluating the impact of different capital structures on a 

company's earnings per share (EPS) at various levels of earnings before interest and taxes (EBIT). 

The primary goal of this analysis is to identify the optimal capital structure that maximizes 

shareholder wealth. 

Here's how the EBIT-EPS analysis is typically conducted: 

1. Identify Different Capital Structures: 

 Consider different combinations of debt and equity that make up the company's capital 

structure. 

 Debt can include loans, bonds, or any other form of borrowed capital, while equity 

represents ownership interests such as common stock. 

 

2. Calculate Interest Expense: 

 Determine the interest expense associated with each level of debt in the capital structure. 

 Interest expense is subtracted from EBIT to calculate earnings before taxes (EBT). 

 

3. Calculate Earnings After Taxes: 

 Apply the corporate tax rate to EBT to find the earnings available to common shareholders. 

 Earnings after taxes represent the portion of earnings available to shareholders after 

accounting for taxes. 

 

4. Calculate Earnings Per Share (EPS): 

 Divide the earnings after taxes by the number of outstanding shares to calculate EPS. 

 EPS is a key metric that reflects the company's profitability on a per-share basis. 

 

5. Repeat for Different Capital Structures: 

 Repeat the above steps for various capital structures to create an EBIT-EPS schedule. 



VISION INSTITUTE OF TECHNOLOGY,  
                                         SUBJECT: FINANCIAL MANAGEMENT  

UNIT 2: Capitalization, Capital Structure, And Leverages 

Page10  Faculty: ANKUR RAJPOOT 

 

 The schedule shows how changes in capital structure impact EPS at different levels of EBIT. 

 

6. Evaluate and Select Optimal Capital Structure: 

 Analyze the EBIT-EPS schedule to identify the capital structure that maximizes EPS or 

meets other financial objectives. 

 Consider factors such as financial risk, cost of capital, and shareholder value. 

7. Sensitivity Analysis: 

 Perform sensitivity analysis to assess the impact of changes in key variables, such as 

interest rates or tax rates, on the optimal capital structure. 

 

8. Decision-Making: 

 Make informed decisions regarding the company's capital structure based on the analysis. 

 Strive to achieve a balance between the benefits of debt (tax shields, lower cost of capital) 

and the risks (financial distress, higher interest expense). 
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 Multiple Choice Questions (MCQs) with Answers: 
Q1. What does capitalization refer to in finance? 

a. Total revenue of a company 

b. Total debt of a company 

c. Total value of outstanding shares 

d. Total expenses of a company 

Answer: c. Total value of outstanding shares 

Q2. How is capitalization calculated? 

a. Current stock price multiplied by total liabilities 

b. Current stock price multiplied by total assets 

c. Current stock price multiplied by total revenue 

d. Current stock price multiplied by total outstanding shares 

Answer: d. Current stock price multiplied by total outstanding shares 

Q3. What is the importance of financial stability in relation to capitalization? 

a. It attracts more investors 

b. It helps in withstanding economic downturns 

c. It maximizes shareholder wealth 

d. It increases market volatility 

Answer: b. It helps in withstanding economic downturns 

Q4. Why do investors assess a company's capitalization? 

a. To calculate dividends 

b. To determine market value 

c. To assess financial stability 

d. To calculate expenses 

Answer: c. To assess financial stability 

Q5. What is a consequence of over capitalization? 

a. Increased market value of shares 

b. Higher returns on equity 

c. Lower return on equity for shareholders 
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d. Increased dividend payments 

Answer: c. Lower return on equity for shareholders 

Q6. In under capitalization, what is a consequence for the company? 

a. Increased financial risk 

b. Higher returns on investment 

c. Reduced dividend payments 

d. Higher market value of shares 

Answer: a. Increased financial risk 

Q7. What is optimum capitalization? 

a. Maximum debt and minimum equity 

b. Ideal balance between debt and equity 

c. Maximum equity and minimum debt 

d. No capitalization at all 

Answer: b. Ideal balance between debt and equity 

Q8. What are the characteristics of optimum capitalization? 

a. Maximizing debt and minimizing equity 

b. Maximizing shareholder value and supporting growth initiatives 

c. Minimizing shareholder value and limiting growth opportunities 

d. No characteristics, it is subjective 

Answer: b. Maximizing shareholder value and supporting growth initiatives 

Q9. What does capital structure represent? 

a. Total expenses of a company 

b. Mix of different sources of long-term funds 

c. Total revenue of a company 

d. Total number of employees in a company 

Answer: b. Mix of different sources of long-term funds 

Q10. What is equity capital? 

a. Represents ownership in the company 

b. Represents total debt of the company 

c. Represents total expenses of the company 
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d. Represents total assets of the company 

Answer: a. Represents ownership in the company 

Q11. What is debt capital? 

a. Represents ownership in the company 

b. Involves borrowing money through loans, bonds, or other debt instruments 

c. Represents total expenses of the company 

d. Represents total assets of the company 

Answer: b. Involves borrowing money through loans, bonds, or other debt instruments 

Q12. What does hybrid capital combine? 

a. Common and preferred stock 

b. Debt and equity 

c. Market value and book value 

d. Revenue and expenses 

Answer: b. Debt and equity 

Q13. What is a determinant of capital structure? 

a. Number of employees in the company 

b. Use of debt to amplify returns 

c. Company's age 

d. Number of products a company offers 

Answer: b. Use of debt to amplify returns 

Q14. Why might companies in riskier industries opt for a capital structure with less debt? 

a. To maximize shareholder value 

b. To minimize the cost of capital 

c. To avoid financial distress during economic downturns 

d. To increase market volatility 

Answer: c. To avoid financial distress during economic downturns 

Q15. What is a tax consideration for choosing capital structure? 

a. Cost of debt is not tax-deductible 

b. Interest on debt is tax-deductible 

c. Dividends are tax-deductible 
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d. Equity is tax-deductible 

Answer: b. Interest on debt is tax-deductible 

Q16. What does financial leverage involve? 

a. Balancing debt and equity 

b. The use of debt to amplify returns 

c. Maximizing shareholder value 

d. Avoiding debt altogether 

Answer: b. The use of debt to amplify returns 

Q17. Why might profitable companies find it easier to service debt? 

a. Because they have lower expenses 

b. Because they have higher revenue 

c. Because they have higher profitability 

d. Because they have lower taxes 

Answer: c. Because they have higher profitability 

Q18. How can market conditions impact capital structure decisions? 

a. They have no impact 

b. They can influence the availability and cost of debt and equity 

c. They only impact the cost of equity 

d. They only impact the cost of debt 

Answer: b. They can influence the availability and cost of debt and equity 

Q19. Why might smaller companies rely more on equity financing? 

a. Because they have higher profitability 

b. Because they have limited access to debt markets 

c. Because they have lower risk tolerance 

d. Because they have lower market value 

Answer: b. Because they have limited access to debt markets 

Q20. What does the need for flexibility in financial decisions influence? 

a. The cost of debt 

b. The choice between debt and equity 

c. The profitability of the company 
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d. The market conditions 

Answer: b. The choice between debt and equity 

Q21. What might influence the preference for equity financing over debt financing? 

a. High dividend payout ratio 

b. Low dividend payout ratio 

c. No dividend payout 

d. High market value of shares 

Answer: a. High dividend payout ratio 

Q22. What can influence capital structure decisions? 

a. Only market conditions 

b. Only profitability 

c. Only the size of the company 

d. Management attitude, market conditions, and various other factors 

Answer: d. Management attitude, market conditions, and various other factors 

Q23. What is a role of capital structure in risk management? 

a. Maximizing risk 

b. Balancing debt and equity to manage financial risk 

c. Avoiding risk altogether 

d. Ignoring risk 

Answer: b. Balancing debt and equity to manage financial risk 

Q24. How does optimal capital structure contribute to maximizing shareholder value? 

a. By maximizing debt 

b. By minimizing shareholder value 

c. By minimizing debt 

d. By minimizing the cost of capital 

Answer: d. By minimizing the cost of capital 

Q25. What does a well-designed capital structure provide? 

a. Financial distress 

b. Financial flexibility 

c. Financial risk 
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d. Financial instability 

Answer: b. Financial flexibility 

Q26. What does achieving the right capital structure contribute to? 

a. Minimizing the overall value of the firm 

b. Maximizing shareholder value 

c. Ignoring investor confidence 

d. Increasing financial instability 

Answer: b. Maximizing shareholder value 

Q27. How does a balanced capital structure enhance investor confidence? 

a. By increasing market volatility 

b. By increasing financial risk 

c. By balancing debt and equity 

d. By avoiding debt altogether 

Answer: c. By balancing debt and equity 

Q28. What is the primary source of equity capital? 

a. Loans 

b. Bonds 

c. Common and preferred stock 

d. Convertible bonds 

Answer: c. Common and preferred stock 

Q29. What do debt holders receive? 

a. Ownership in the company 

b. Voting rights 

c. Fixed interest payments and return of principal 

d. Share of profits 

Answer: c. Fixed interest payments and return of principal 

Q30. What does hybrid capital combine? 

a. Common and preferred stock 

b. Debt and equity 

c. Convertible bonds and dividends 
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d. Voting rights and fixed interest payments 

Answer: b. Debt and equity 

Q31. What does financial leverage involve? 

a. Balancing debt and equity 

b. Maximizing shareholder value 

c. The use of debt to amplify returns 

d. Avoiding debt altogether 

Answer: c. The use of debt to amplify returns 

Q32. What is a determinant of capital structure? 

a. Number of employees in the company 

b. Use of debt to amplify returns 

c. Company's age 

d. Number of products a company offers 

Answer: b. Use of debt to amplify returns 

Q33. How might companies in riskier industries adjust their capital structure? 

a. By increasing debt 

b. By decreasing equity 

c. By increasing hybrid capital 

d. By decreasing financial leverage 

Answer: a. By increasing debt 

Q34. What is a tax consideration for choosing capital structure? 

a. Cost of debt is not tax-deductible 

b. Interest on debt is tax-deductible 

c. Dividends are tax-deductible 

d. Equity is tax-deductible 

Answer: b. Interest on debt is tax-deductible 

Q35. What is a consequence of under capitalization? 

a. Increased financial risk 

b. Limited ability to invest in growth opportunities 

c. Lower return on equity for shareholders 
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d. Reduced dividend payments 

Answer: b. Limited ability to invest in growth opportunities 

Q36. What is a characteristic of optimum capitalization? 

a. Minimizing shareholder value 

b. Balancing debt and equity to maximize the cost of capital 

c. Maximizing shareholder value 

d. Ignoring operational requirements and growth initiatives 

Answer: c. Maximizing shareholder value 

Q37. How might market conditions impact capital structure decisions? 

a. They have no impact 

b. They can influence the availability and cost of debt and equity 

c. They only impact the cost of equity 

d. They only impact the cost of debt 

Answer: b. They can influence the availability and cost of debt and equity 

Q38. What might influence the preference for equity financing over debt financing? 

a. High dividend payout ratio 

b. Low dividend payout ratio 

c. No dividend payout 

d. High market value of shares 

Answer: a. High dividend payout ratio 

Q39. What can influence capital structure decisions? 

a. Only market conditions 

b. Only profitability 

c. Only the size of the company 

d. Management attitude, market conditions, and various other factors 

Answer: d. Management attitude, market conditions, and various other factors 

Q40. What is a role of capital structure in risk management? 

a. Maximizing risk 

b. Balancing debt and equity to manage financial risk 

c. Avoiding risk altogether 
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d. Ignoring risk 

Answer: b. Balancing debt and equity to manage financial risk 

Q41. How does optimal capital structure contribute to maximizing shareholder value? 

a. By maximizing debt 

b. By minimizing shareholder value 

c. By minimizing debt 

d. By minimizing the cost of capital 

Answer: d. By minimizing the cost of capital 

Q42. What does a well-designed capital structure provide? 

a. Financial distress 

b. Financial flexibility 

c. Financial risk 

d. Financial instability 

Answer: b. Financial flexibility 

Q43. What does achieving the right capital structure contribute to? 

a. Minimizing the overall value of the firm 

b. Maximizing shareholder value 

c. Ignoring investor confidence 

d. Increasing financial instability 

Answer: b. Maximizing shareholder value 

Q44. How does a balanced capital structure enhance investor confidence? 

a. By increasing market volatility 

b. By increasing financial risk 

c. By balancing debt and equity 

d. By avoiding debt altogether 

Answer: c. By balancing debt and equity 

Q45. What is the primary source of equity capital? 

a. Loans 

b. Bonds 

c. Common and preferred stock 
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d. Convertible bonds 

Answer: c. Common and preferred stock 

Q46. What do debt holders receive? 

a. Ownership in the company 

b. Voting rights 

c. Fixed interest payments and return of principal 

d. Share of profits 

Answer: c. Fixed interest payments and return of principal 

Q47. What does hybrid capital combine? 

a. Common and preferred stock 

b. Debt and equity 

c. Convertible bonds and dividends 

d. Voting rights and fixed interest payments 

Answer: b. Debt and equity 

Q48. What does financial leverage involve? 

a. Balancing debt and equity 

b. Maximizing shareholder value 

c. The use of debt to amplify returns 

d. Avoiding debt altogether 

Answer: c. The use of debt to amplify returns 

Q49. What is a determinant of capital structure? 

a. Number of employees in the company 

b. Use of debt to amplify returns 

c. Company's age 

d. Number of products a company offers 

Answer: b. Use of debt to amplify returns 

Q50. How might companies in riskier industries adjust their capital structure? 

a. By increasing debt 

b. By decreasing equity 

c. By increasing hybrid capital 
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d. By decreasing financial leverage 

Answer: a. By increasing debt 

Q51. What is leverage in the context mentioned? 

a. The ability to lift heavy objects 

b. Strategic use of resources to amplify potential returns 

c. A mechanical advantage in machinery 

d. The ability to negotiate effectively 

Answer: b. Strategic use of resources to amplify potential returns 

Q52. Financial leverage involves: 

a. Increasing fixed costs 

b. Using equity to boost returns 

c. Minimizing return on equity 

d. Reducing the impact of borrowed capital 

Answer: b. Using equity to boost returns 

Q53. How does financial leverage work? 

a. By minimizing the need for investments 

b. By borrowing capital to increase investment capacity 

c. By avoiding interest payments 

d. By reducing return on equity 

Answer: b. By borrowing capital to increase investment capacity 

Q54. What is the risk associated with financial leverage? 

a. Reduced profitability 

b. Magnified losses and financial distress 

c. Lower return on equity 

d. Minimal impact on investments 

Answer: b. Magnified losses and financial distress 

Q55. Operating leverage focuses on: 

a. The impact of debt on business operations 

b. The degree of fixed versus variable costs 

c. The use of equity to boost returns 
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d. Financial planning for a company 

Answer: b. The degree of fixed versus variable costs 

Q56. What are fixed costs in operating leverage? 

a. Expenses that vary with production or sales 

b. Costs that decrease with higher production 

c. Constant expenses regardless of production or sales levels 

d. Variable costs associated with production 

Answer: c. Constant expenses regardless of production or sales levels 

Q57. Variable costs in operating leverage: 

a. Increase proportionately with production or sales 

b. Remain constant regardless of production 

c. Are independent of production levels 

d. Include rent and salaries 

Answer: a. Increase proportionately with production or sales 

Q58. High operating leverage is characterized by: 

a. Dominance of variable costs 

b. Proportionate effect on EBIT during changes 

c. Significant fixed costs relative to variable costs 

d. Reduced vulnerability to losses 

Answer: c. Significant fixed costs relative to variable costs 

Q59. The degree of operating leverage is calculated using: 

a. The formula for combined leverage 

b. The impact of financial decisions 

c. Fixed costs divided by variable costs 

d. Changes in sales and EBIT 

Answer: d. Changes in sales and EBIT 

Q60. Combined leverage considers the impact of: 

a. Financial leverage only 

b. Operating leverage only 

c. Both operating and financial leverage 
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d. Market conditions on investments 

Answer: c. Both operating and financial leverage 

Q61. What is the formula for the degree of combined leverage? 

a. DOL * DFL 

b. DOL + DFL 

c. DOL / DFL 

d. DFL - DOL 

Answer: a. DOL * DFL 

Q62. EBIT-EPS analysis helps in evaluating: 

a. Market trends 

b. Capital structure impact on EPS 

c. Interest rates on investments 

d. Operational efficiency 

Answer: b. Capital structure impact on EPS 

Q63. The primary goal of EBIT-EPS analysis is to: 

a. Maximize interest expenses 

b. Minimize shareholder wealth 

c. Identify the optimal capital structure 

d. Increase operational costs 

Answer: c. Identify the optimal capital structure 

Q64. What does EBIT stand for in EBIT-EPS analysis? 

a. Earnings Before Interest and Taxes 

b. Effective Business Investment Techniques 

c. Equity-Based Income Trends 

d. Earnings Beyond Interest and Taxes 

Answer: a. Earnings Before Interest and Taxes 

Q65. In EBIT-EPS analysis, what is considered in different capital structures? 

a. Only equity 

b. Only debt 

c. Both debt and equity 
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d. Operating costs 

Answer: c. Both debt and equity 

Q66. What is calculated to find earnings after taxes in EBIT-EPS analysis? 

a. Interest expense 

b. Earnings Before Taxes (EBT) 

c. Corporate tax rate applied to EBT 

d. Operating income 

Answer: c. Corporate tax rate applied to EBT 

Q67. Earnings Per Share (EPS) is calculated by: 

a. Dividing EBIT by the number of outstanding shares 

b. Dividing EBT by the number of outstanding shares 

c. Dividing interest expense by the number of outstanding shares 

d. Dividing earnings after taxes by the number of outstanding shares 

Answer: d. Dividing earnings after taxes by the number of outstanding shares 

Q68. What is the purpose of sensitivity analysis in EBIT-EPS analysis? 

a. Assess the impact of changes in key variables 

b. Minimize financial risk 

c. Maximize shareholder wealth 

d. Ignore the influence of external factors 

Answer: a. Assess the impact of changes in key variables 

Q69. The degree of combined leverage magnifies: 

a. Only positive impacts 

b. Both positive and negative impacts on EPS 

c. Only negative impacts 

d. Changes in market conditions 

Answer: b. Both positive and negative impacts on EPS 

Q70. When selecting the optimal capital structure, what should be considered? 

a. Maximizing debt without any risks 

b. Ignoring the impact of financial leverage 

c. Balancing benefits of debt and risks 
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d. Focusing solely on maximizing profits 

Answer: c. Balancing benefits of debt and risks 

Q71. What does DFL stand for in the context of combined leverage? 

a. Debt-Free Leverage 

b. Degree of Financial Leverage 

c. Double Financial Leverage 

d. Dividend-Focused Leverage 

Answer: b. Degree of Financial Leverage 

Q72. In a scenario with high operating leverage: 

a. Small changes in sales result in larger percentage changes in EBIT 

b. Variable costs dominate fixed costs 

c. The impact on EBIT remains stable during changes 

d. The potential for significant profit amplification is reduced 

Answer: a. Small changes in sales result in larger percentage changes in EBIT 

Q73. The formula for operating leverage (DOL) involves: 

a. Changes in sales and EBIT 

b. Interest expense and earnings after taxes 

c. Fixed costs divided by variable costs 

d. The degree of financial leverage (DFL) 

Answer: c. Fixed costs divided by variable costs 

Q74. What does ROE stand for in the context of financial leverage? 

a. Return on Equity 

b. Return on Earnings 

c. Risk of Equity 

d. Ratio of Earnings 

Answer: a. Return on Equity 

Q75. What does ROA stand for in the context of financial leverage? 

a. Return on Assets 

b. Return on Accounts 

c. Ratio of Assets 
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d. Risk of Assets 

Answer: a. Return on Assets 

Q76. What is the role of financial leverage in ROE? 

a. Reducing the impact on ROE 

b. Increasing the cost of debt 

c. Magnifying returns to shareholders 

d. Ignoring interest payments 

Answer: c. Magnifying returns to shareholders 

Q77. What is the formula for the degree of financial leverage (DFL)? 

a. DOL / ROE 

b. Interest expense / EBIT 

c. EBIT / Interest expense 

d. EBIT / EBT 

Answer: c. EBIT / Interest expense 

Q78. The primary impact of financial leverage is on: 

a. Operating income 

b. Earnings Before Interest and Taxes (EBIT) 

c. Return on Equity (ROE) 

d. Variable costs 

Answer: c. Return on Equity (ROE) 

Q79. In EBIT-EPS analysis, what is considered in different capital structures? 

a. Only fixed costs 

b. Both fixed and variable costs 

c. Only variable costs 

d. Market trends 

Answer: b. Both fixed and variable costs 

Q80. What is the impact of high combined leverage during challenging economic conditions? 

a. Reduced vulnerability 

b. Minimal impact on EPS 

c. Increased vulnerability and financial risk 
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d. Stability in financial performance 

Answer: c. Increased vulnerability and financial risk 

Q81. The formula for the degree of combined leverage involves: 

a. DOL * EBIT 

b. DOL * DFL 

c. DFL * ROE 

d. EBIT / EPS 

Answer: b. DOL * DFL 

Q82. What is the primary focus of operating leverage? 

a. Debt management 

b. Cost structure and its impact on EBIT 

c. Financial planning 

d. Maximizing interest expenses 

Answer: b. Cost structure and its impact on EBIT 

Q83. What is the risk associated with high operating leverage? 

a. Reduced vulnerability to losses 

b. Small changes in sales result in smaller percentage changes in EBIT 

c. Increased risk of losses during downturns 

d. Stability in financial performance 

Answer: c. Increased risk of losses during downturns 

Q84. In EBIT-EPS analysis, what is the purpose of calculating interest expense? 

a. Determine the cost of equity 

b. Assess the impact of taxes 

c. Evaluate financial risk 

d. Calculate earnings after taxes 

Answer: c. Evaluate financial risk 

Q85. The degree of combined leverage considers the impact of changes in: 

a. Market conditions 

b. Variable costs 

c. Both sales or production and financial leverage 



VISION INSTITUTE OF TECHNOLOGY,  
                                         SUBJECT: FINANCIAL MANAGEMENT  

UNIT 2: Capitalization, Capital Structure, And Leverages 

Page28  Faculty: ANKUR RAJPOOT 

 

d. Operating income only 

Answer: c. Both sales or production and financial leverage 

Q86. In EBIT-EPS analysis, what does EBT represent? 

a. Earnings Before Taxes 

b. Earnings Before Technology 

c. Equity-Based Taxation 

d. Earnings Beyond Technology 

Answer: a. Earnings Before Taxes 

Q87. What is the primary goal of combined leverage? 

a. Maximizing shareholder wealth 

b. Minimizing financial risk 

c. Understanding market trends 

d. Optimizing overall financial performance 

Answer: d. Optimizing overall financial performance 

Q88. How does financial leverage impact Return on Equity (ROE)? 

a. Reducing ROE 

b. Increasing ROE 

c. Ignoring ROE 

d. Minimizing interest payments 

Answer: b. Increasing ROE 

Q89. What is the role of financial leverage in EBIT-EPS analysis? 

a. Minimizing interest payments 

b. Ignoring the impact on EPS 

c. Evaluating the impact of changes in sales on profitability 

d. Magnifying the returns to shareholders 

Answer: d. Magnifying the returns to shareholders 

Q90. When a company has both high operating leverage and high financial leverage: 

a. It experiences a reduced impact on EPS 

b. It faces increased financial risk in challenging economic conditions 

c. It is less exposed to downturns 
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d. It ignores the importance of leverage 

Answer: b. It faces increased financial risk in challenging economic conditions 

Q91. What is the purpose of the degree of operating leverage (DOL) formula? 

a. Calculating interest expense 

b. Assessing the impact of changes in key variables 

c. Evaluating the mix of fixed and variable costs 

d. Understanding market conditions 

Answer: c. Evaluating the mix of fixed and variable costs 

Q92. What does DCL stand for in the context of combined leverage? 

a. Degree of Cost Leverage 

b. Double Combined Leverage 

c. Degree of Combined Leverage 

d. Dividend-Centric Leverage 

Answer: c. Degree of Combined Leverage 

Q93. Why is understanding a company's operating leverage crucial? 

a. To minimize financial risk 

b. For financial planning, risk management, and decision-making 

c. To maximize interest expenses 

d. To ignore the impact of leverage on profitability 

Answer: b. For financial planning, risk management, and decision-making 

Q94. What is the impact of low operating leverage on EBIT during changes? 

a. Reduced vulnerability to losses 

b. Stable impact 

c. Increased potential for profit amplification 

d. Decreased stability in financial performance 

Answer: b. Stable impact 

Q95. In the context of operating leverage, what are variable costs directly tied to? 

a. Market conditions 

b. Production levels 

c. Interest rates 
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d. Debt financing 

Answer: b. Production levels 

Q96. What is the formula for the degree of financial leverage (DFL)? 

a. DOL / EBIT 

b. EBIT / Interest expense 

c. EBT / ROE 

d. EBIT / EBT 

Answer: b. EBIT / Interest expense 

Q97. How does operating leverage impact EBIT during changes in sales or production? 

a. Variable costs dominate fixed costs 

b. Stable impact on EBIT 

c. Small changes result in larger percentage changes in EBIT 

d. Reduced vulnerability to losses 

Answer: c. Small changes result in larger percentage changes in EBIT 

Q98. What is the primary consideration in EBIT-EPS analysis? 

a. Maximizing interest expenses 

b. Balancing benefits of debt and risks 

c. Ignoring shareholder value 

d. Minimizing fixed costs 

Answer: b. Balancing benefits of debt and risks 

Q99. What does the degree of operating leverage (DOL) formula emphasize? 

a. Importance of interest payments 

b. The impact of changes in key variables 

c. Mix of fixed and variable costs in a company's cost structure 

d. Market trends 

Answer: c. Mix of fixed and variable costs in a company's cost structure 

Q100. How is financial leverage related to the return on equity (ROE)? 

a. Reducing ROE 

b. Ignoring ROE 

c. Increasing ROE 
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d. Minimizing interest payments 

Answer: c. Increasing ROE 


