


CIVIL SERVICES MAIN EXAMINATION-2025
MANAGEMENT PAPER 1

ABC Technologies, a company producing high-tech components, is considering a significant expansion of its production capacity. This expansion will involve substantial fixed costs in new machinery and equipment, and they are also considering increasing their debt financing. The following information is available:
Current Situation: 
	Fixed Operating Costs
	20,00,000:00

	Variable Operating Costs per unit
	50-00

	Selling Price per unit
	150.00

	Current Production and Sales
	50,000 units

	Current Interest Expense
	10,00,000-00

	Expansion Plan:
	

	Increased Fixed Operating Costs
	35,00,000-00

	Increased Interest Expense
	18,00,000.00

	Expected increase in Production and Sales
	20,000 units



I. Calculate the current and projected Degree of Operating Leverage (DOL), Degree of Financial Leverage (DFL) and Degree of Combined Leverage (DCL).

II. Analyze the impact of the expansion plan of ABC Technologies on operating and financial risk. Discuss the trade-offs involved.


III. Evaluate the sensitivity of the company’s Earnings Per Share (EPS) to change in sales volume, considering both the current and projected leverage levels.

IV. Discuss the factors that ABC Technologies should consider when determining the optimal level of financial and operating leverage, especially in the context of high-tech industry’s volatility.


V. Given that ABC Technologies is considering alternative financing options, such as issuing equity instead of increasing debt, explain how this decision would impact the company’s financial leverage and overall risk profile.

Solution
Contribution per unit=Selling Price-Variable Cost
₹150-₹50=₹100
Contribution for 50,000 units
=50,000x₹100=₹50,00,000
Expected increase in production and sales=20,000 units
50,000 units+20,000 units=70,000 units
70,000x₹100=₹70,00,000
Earnings before interest and taxes (EBIT)
=Contribution –Fixed Operating Cost
₹5, 00,000-₹20, 00,000
=₹30, 00,000
Earnings before taxes (EBT)
EBIT-Interest expense
₹30, 00,000-₹10, 00,000
=₹20,00,000

Degree of Operating Leverage (DOL)
=Contribution/EBIT
50,00,000/30,00,000
=1.66

Degree of Financial Leverage (DFL)
EBIT/EBT
₹30, 00,000/₹20, 00,000
=1.5

Degree of Combined Leverage (DCL).
DOLXDFL
=1.66x1.5
=2.49

Impact of Expansion Plan
Earnings before interest and taxes (EBIT)
=Contribution –Fixed Operating Cost
₹7, 00,000-₹35, 00,000
=₹35,00,000

Earnings before taxes (EBT)
EBIT-Interest expense
₹35, 00,000-₹18, 00,000
=₹17, 00,000


Degree of Operating Leverage (DOL)
=Contribution/EBIT
70,00,000/35,00,000
=2.0

Degree of Financial Leverage (DFL)
EBIT/EBT
₹35, 00,000/₹17, 00,000
=2.05

Degree of Combined Leverage (DCL).
DOLXDFL
=2.0x2.05
=4.11

III.	When the leverage increases it impacts the growth and volatility of earnings per share. At a Leverage of 2.49: A 10% increase in sales would yield a 24.9% increase in EPS. Conversely, a 10% drop in sales would trigger a 24.9% decline in EPS. At a Leverage of 4.12: A 10% increase in sales will now result in a massive 41.2% surge in EPS. On the flip side, a 10% decline in sales will cause a punishing 41.2% drop in your EPS. . At a Leverage of 4.12 the expose to risk increases if the top line revenue slips marginally.
.



