
Posted 9/15/09 

 
Recently, many business publications and financial news shows have spoken about operating leverage.  
Typically, they are discussing how public companies who are reporting earnings are able to meet or 
beat forecasts for profits while falling short of forecasted revenues.  This is the point in the discussion 
when the term operating leverage is introduced.   
 
So what is it?  It is simply explaining how a company has reduced costs to maintain or improve its 
profits while sales revenues are flat or declining.  Whether we realize it or not, we are all familiar with 
the ways to gain greater operating leverage.  They are: downsizing, rightsizing, RIF’s - reductions in 
force, getting leaner, cutting employee benefits, cost savings through supplier givebacks and so on.   
 
Let’s take a look at some numbers for XYZ Company to explain the importance of operating leverage. 
 

 Before % of During % of After % of 

 recession sales recession sales recession sales 

Annual Sales 
   
5,000,000  100.0% 

  
4,000,000  100.00% 

 
5,000,000  100.0% 

Fixed costs 
   
1,000,000  20.0% 

     
900,000  22.50% 

    
900,000  18.0% 

Variable costs 
   
3,500,000  70.0% 

  
2,720,000  68.00% 

 
3,400,000  68.0% 

Earnings Before Interest & 
Taxes (EBIT) 

      
500,000  10.0% 

     
380,000  9.50% 

    
700,000  14.0% 

       

 
In the example above, the baseline annual sales amount is $5 million which yields a bottom line profit 
of $500,000.  During the recession, annual sales decrease to $4 million and a bottom line of $380,000 
results.  Note that as a result of various cutbacks, fixed costs are reduced by $100,000 (perhaps a 
consolidation of warehouse space, which also lowers insurance and tax costs) The cutbacks also were 
effective in reducing variable costs by a consolidation of suppliers to negotiate better raw material 
costs or to achieve quantity discount levels. After the recession, annual sales returns to the pre-
recession amount of $5 million and due to better operating leverage the bottom line is now $700,000.  
This is $200,000 better than the pre-recession bottom line due to the $100,000 reduction in fixed costs 
and the 2% reduction in variable costs.  It also should be note that the company has lowered its break 
even point through the cost cutting.   
 
Let’s assume that recovery has taken place and annual sales are now at $6 million.  Look at the 
comparison of results with and without cost cuts.  The profit % increases from 13.3% to 17% which 
compares very well to the 10% profit achieved at $5 million in sales before the recession. 
 

  % of  % of Increase 

 Before sales After sales (Decrease) 

Annual Sales 
        
6,000,000  100.0% 6,000,000 100.0% 0  

Fixed costs 
        
1,000,000  16.7% 900,000 15.0% (100,000) 

Variable costs 
        
4,200,000  70.0% 4,080,000 68.0% (120,000) 

Earnings Before Interest & 
Taxes(EBIT) 

           
800,000  13.3% 1,020,000 17.0% 220,000  

 
Hopefully this brief example has helped you gain a better understanding of the concept of operating 
leverage.  The real secret is to avoid getting “fat” in the first place.  If you have any questions about 
this topic please call at 770-686-0816 or e-mail me at dhornak@pacelinebiz.com 


