THE GEARING RATIO

The gearing ratio measures the proportion of a company's borrowed funds to its equity. The ratio indicates the financial risk to which a business is subjected, since excessive debt can lead to financial difficulties. A high gearing ratio represents a high proportion of debt to equity, while a low gearing ratio represents a low proportion of debt to equity. This ratio is similar to the debt to equity ratio, except that there are a number of variations on the gearing ratio formula that can yield slightly different results.
A high gearing ratio is indicative of a great deal of leverage, where a company is using debt to pay for its continuing operations. In a business downturn, such companies may have trouble meeting their debt repayment schedules, and could risk bankruptcy. The situation is especially dangerous when a company has engaged in debt arrangements with variable interest rates, where a sudden increase in rates could cause serious interest payment problems.
Lenders are particularly concerned about the gearing ratio, since an excessively high gearing ratio will put their loans at risk of not being repaid.  Possible requirements by lenders to counteract this problem are the use of restrictive covenants that prohibit the payment of dividends, forcing excess cash flow into debt repayment, restrictions on alternative uses of cash, and a requirement for investors to put more equity into the company. Creditors have a similar concern, but are usually unable to impose changes on the behaviour of the company
What is a good or bad gearing ratio?
A good or bad gearing ratio is completely relative, as it is a comparison between an individual company and other companies in the same industry. However, there are some basic guidelines that can be used to identify desirable and undesirable ratios:
· A high gearing ratio is anything above 50%
· A low gearing ratio is anything below 25%
· An optimal gearing ratio is anything between 25% and 50%
A company with a high gearing ratio will tend to use loans to pay for operational costs, which means that it could be exposed to increased risk during economic downturns or interest rate increases. This could lead to financial difficulties, and even bankruptcy.
A company with a low gearing ratio will generally have more conservative spending habits or operate in a cyclical industry – one that is more sensitive to economic ups and downs – so it tries to keep its debts down. Companies with low gearing ratios maintain this by using shareholders’ equity to pay for major costs.
Pros and cons of gearing ratios
Pros of gearing ratios
A gearing ratio is a useful measure for the financial institutions that issue loans, because it can be used as a guideline for risk. When an organisation has more debt, there is a higher risk of financial troubles and even bankruptcy.
Gearing ratios are also a convenient way for the company itself to manage its debt levels, predict future cash flow and monitor its leverage.
Cons of gearing ratios
Using a company’s gearing ratio to gauge its financial structure does have its limitations. This is because the gearing ratio could reflect a risky financial structure, but not necessarily a poor financial state. While the figure gives some insight into the company’s financials, it should always be compared against historical company ratios and competitors’ ratios

Gearing Ratio Using Market Values
There are two ways of looking at gearing depending on what information is available. The best way would be to use the market values of debt and of equity.  This is because the book values in the balance sheet (especially that of equity) do not generally provide a true measure of the values in the business.
[bookmark: _GoBack]If you have these, then reserves / retained profits are not relevant as the market value per share is already taking these into account. The key reason why the market value per share is higher than the nominal value per share is because the company has been making profits in previous years,
If you do not have market values then it means we have to use balance sheet values. In this case you take the total shareholders funds (share capital plus all reserves).

