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MOST PEOPLE ARE UNAWARE
OF THE COMPONENTS OF
THE OPERATING MARGIN
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he Operating Margin, the ratio between operating income (EBIT, Earnings
Before Interest and Taxes) and operating revenues, is probably the most
common financial indicator in business. The outcome is compared to the
targeted level, not only by decision makers inside a particular company, but
also by professionals, such as business journalists and stock market analysts.
Further, many employees have bonus schemes linked to the reported level
of the Operating Margin.

Yet, the Operating Margin is a subject of criticism. Michael E. Porter,
well-known Professor of Strategy at Harvard Business School, claims that
the Operating Margin (or Return on Sales, ROS) is an inappropriate perfor-
mance indicator, since it fails to account for the capital that is needed to be
competitive in an industry. In other words, a high operating margin of, say,
30 % could be unsatisfactory for a company that has made large investments
in infrastructure, e.g. power generation or telecommunication services.
Similarly, a low operating margin of, say, 3 % can be more than satisfactory
for a company that has not invested in heavy plants and equipment, and
consequently have a lighter asset side of its balance sheet. Examples of
such companies would be retailers operating in rented facilities, or pure
construction companies without real estate investments.

1 agree with Porter however, in this article I will share three addition-
al characteristics of the Operating Margin, characteristics that I believe
need to be considered by every company that evaluates its business with
this particular key performance indicator. T base my reasoning on more
than 25 years of experience of teaching executives from many different
companies, countries and levels.

1 meet executives and their employees in training programs several days
every working week. During the last five years I have tested these par-
ticipants’ understanding of the components of the Operating Margin, i.e.
revenues (net sales) and costs (expenses). The participants were executives
or experts in larger, mostly Scandinavian owned, companies. They were
divided into pairs and were given multiple choice questions on various key
concepts in accounting and finance as a warm-up. Each pair submitted their
answer by using a clicker, a device similar to the remote control used to
change channel on the TV. As soon as all pairs had answered a question, I
showed them a chart with their voting, and based on that we discussed the
various alternatives in depth.

My results reveal that around 25 % of the pairs selected the right alter-
native for when revenues occur, and that roughly 50 % of the pairs selected
the right alternative for when costs occur. Clearly, most pairs do not know
what is imbedded in their most important performance indicator. The
fact that the answers were given by pairs, and not by individuals, probably
means that the proportion of correct answers was increased. If you want,
you can yourself answer the two multiple choice questions by following this
link www.bildrunsten.se/Mercury.

What might be the possible explanations for these results? I believe
that semantics play a role here. In private life, we use words as ‘sales’ or
‘costs’ almost as synonyms to cash inflows and cash outflows. If we then are
asked when sales and costs occur in a business setting, it is easy to draw on
the private life use of these terms. But, in business, sales and costs are not
synonyms to cash flow. Instead, sales (revenues) have to do with performing
a service and cost (expenses) has to do with using up resources.

What might be the financial implications of these observations? I claim
that if the executives and their employees are not fully familiar with the
meaning of their businesses’ most important key performance indicator,
then there is a risk that the businesses will not develop in the most desirable
way. I do believe, however, that it is fairly simple to improve the shortcom-
ings. The solution is basic training and in addition to that a frequent and
clear communication around the Operating Margin and its components.

THE OPERATING MARGIN COULD
LEAD TO AN EXAGGERATED
FOCUS ON COST CUTTING

At one occasion, I was invited to follow the discussions in a PEP project group
in a large Scandinavian company. There, PEP was used as an acronym for
Profit Enhancement Program. The role of the project group was to come up
with a list of potential activities that could restore, i.e. increase, the company’s
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Operating Margin. The project members where very surprised when a
newcomer to the project group suggested that a revision of the company’s
pricing strategy should be added to the list of activities. The initial reaction of
the others was that the suggestion was not within the scope of their mission,
since pricing strategy is related to the top line (revenues), while they were
appointed to discuss how the profit could be improved. After some debate,
they finally realized that increasing revenues could also enhance profits, and
that their mission after all was not just about cost cutting. It was remarkable
to notice how the energy level and creativity rose in the project group when
the scope was extended to also embrace revenues.

What I described above was when I first came across a conundrum that
I have met during an uncountable number of later occasions. Namely, the
conundrum that profit improvement for many people is seen as the same
as cutting costs. When I work with companies, especially those that are
performing below their targeted level for the Operating Margin, I nowadays
ask them what actions will help them to meet their target. Still, the typical
answer is a variety of various cost cutting suggestions. It has made me
curious about why there is such a lack of revenue boosting ideas.

My thinking is that there are at least two reasons. First, cost cutting
programs are more frequent in business than revenue improvement
programs. As a consequence, it comes easier for the participants to suggest
cutting down costs. Second, the way the Operating Margin is communicated
makes it more intuitive to go along the cost cutting way. In companies’ annual
reports, and quite likely also in their internal documents, the Operating
Margin is explained as the ratio between the operating income and operating
revenues. That explanation might lead to the erratic conclusion that increas-
ing revenues will cause the Operating Margin to fall. T have noted a consid-
erable difference in the character of the participants’ suggestions if I instead
talk about the Operating Margin using the following expression:

When using this more lengthy explanation, the proportion of revenue
boosting actions increases. So, in order not to lose the focus on revenues
and the customers, it might be worthwhile for companies to start explaining
the Operating Margin in the more lengthy way.

Please observe the words I used in the mathematical expression above.
I deliberately picked ‘revenues’ and ‘expenses’ rather than the alternative
words ‘net sales’ and ‘cost’. I did so because, as I pointed out in section 1,
many people seems to link net sales and costs to cash flow, which in an
accounting sense is not the correct meaning of these words.

means that the expenses for purchasing and storing products will occur in
the income statement as an expense when the products have been sold by
the trading company, i.e. not when the trading company makes its purchase.
In accounting jargon we talk about ‘cost of goods sold’ to articulate this
matchingidea. For a construction company, where the projects often stretch
over several reporting periods, it becomes a bit more complicated to adhere
to the matching idea. For some projects, the ‘percentage of completion’
approach is applied. It means that revenues are reported in a given period
based on how much of the project’s total estimated expenses were spent
in that particular period. To exemplify, if 40 % of the total estimated con-
struction costs were spent in 2012, then 40 % of the total estimated revenues
could be reported, and consequently also 40 % of the total expected profit
of the still ongoing project. Please observe that this reporting method does
not require that the customer has paid the invoices from the construction
firm, in fact the invoices do not even have to be issued at the reporting date.

In training programs, I have met many participants who have described
a conflict between creating value and reaching the targeted level of the
Operating Margin. Some of these participants were employed by construc-
tion firms, but since the percentage of completion approach is relevant for
many other industries as well, the problem they describe goes well beyond
the borders of the construction industry.

The conflict is the following: When approaching the end of the financial
year, project managers are asked by superiors to call their suppliers to
make sure that these suppliers send their invoices as soon as possible.
If the suppliers act accordingly, the construction company (or whatever
industry it might belong to) can prove that they have faced expenses and
consequently they can report larger revenues and profits. So, this line of
action is beneficial for the Operating Margin.

But s this in line with economic theory? Well, in that context it is pretty
clear that it would be better not to call the supplier, thereby possibly being
able to wait longer with paying the supplier’s invoice. As pointed out in
the first paragraph of this section, it is better to pay late than early. (Please
observe that this is not an argument for paying your suppliers too late, but
rather that it is better to pay on the last day of the agreed credit period than
on the first day of that period.)

What I described above was just one example among several, where
someone held responsible for the Operating Margin tries to do as good as
possible, while disregarding the negative side-effects of that action. In a
wider sense, the Operating Margin is not any worse than other one-period
financial measures when it comes to putting emphasis on short-term goal
fulfillment rather than on long-term oriented value creation.

THE OPERATING MARGIN FOCUS
CAN TRIGGER A VALUE
DESTRUCTING BEHAVIOR

CONCLUDING REMARKS
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According to economic theory, value is decided by the size, timing and
riskiness of expected future cash flows. Put simply, to create value is then
about making the cash inflows large, collect them early and make them
safe, while at the same time keeping the cash outflows small and distant.
Obviously, there is an abundance of situations where the five cash flow
features need to be balanced in a proper way.

In accounting theory and practice, there is a well established idea that
revenues and expenses should be matched. For a trading company this

Many executives that I meet explain their preference for the Operating
Margin by claiming that it is a simple and easily understandable key per-
formance indicator. In this article, I have illustrated that it is an alluring
simplicity. In fact, the Operating Margin is barely understood by people
who are evaluated on it, and the use of it has at least a couple of negative
side-effects. From a management point of view, the best that could be done
is trying to mitigate these drawbacks, being aware that there is no such
thing as a perfect indicator, or as the economist Oskar Morgenstern stated
“he who begins to count begins to err”.
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