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Illustration

The effect of different gearing levels can best be illustrated by an example.  Consider three companies each with total capital employed of £1,000,000, but financed in the following different ways.

	
	Company A
	Company B
	Company C

	
	€’000
	€’000
	€’000

	
Ordinary shares
Reserves

Ordinary shareholders’ fund
10% Bank Loan ( 5 Years ) 

Gearing 

Debt/equity
or Debt/Total Capital Employed
	
600
300

900
   100
1,000


11%
10%
	
400
300

700
   300
1,000


43%
30%
	
300
300

600
   400
1,000


67%
40%




The profit and loss accounts of the three companies at two different levels of profit are as follows:

	
	Company A
	Company B
	Company C

	
	(i)
	(ii)
	(i)
	(ii)
	(i)
	(ii)

	
	€’000
	€’000
	€’000
	€’000
	€’000
	€’000

	Profit before interest and tax

Interest

Profit before tax

Tax at 50%

Profit after tax

Profit available for ordinary shareholders

	
100

10

90

45

45

__
45

	
110

10

100

50

50

__
50
	
100

30

70

35

35

__
35
	
110

30

80

40

40

__
40
	
100

40

60

30

30

__
30
	
110

40

70

35

35

__
35


	
	Company A
	Company B
	Company C

	Change in PBIT
	+10%
	+10%
	+10%

	
	
	
	
	
	
	

	Change in profit for ordinary shareholders
	+11.1%
	+14.3%
	+16.7%



From the above it can be seen that the effect of a certain percentage rise in pre-interest earnings is magnified as the gearing level increases.  For Company A a 10% rise in profit before interest and tax produces an 11.1% rise in profit available for the ordinary shareholders.  For Company B the rise is 14.3% and for Company C 16.7%.

It should be noted that the converse is also true; ie, if profit before interest and tax falls, then the decrease for the ordinary shareholders is greater in the more highly geared company.

Generally, if a company’s earnings are somewhat volatile (sometimes referred to as low-quality) it is normally considered undesirable to have a high level of gearing, since this increases the level of risk for the shareholders.
