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GROWTH THAT COMPOUNDS

The Rule of 40 is a trade-off,
not a target

The Rule of 40 compresses growth and margin into one score. Use it
to expose a trade-off and its timing, not to reward a team for crossing
aline.
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MANAGEMENT SUMMARY

The Rule of 40 is attractive because it makes a difficult commercial trade-off look like one number: growth rate
plus a margin measure. The compression is useful for a first conversation and dangerous as a management tar-
get. The same score can describe a fast-growing company that is buying future capacity, a mature company har-
vesting an installed base, or a business whose margin improved because investment was deferred. This article
decomposes the score into the mechanism underneath it. It distinguishes a stock-building expense from a tem-
porary flow, shows how timing changes the interpretation without changing the score, and gives a compact re-
view sheet for asking whether the 40 represents durable economics, a quarter-end choice or an accounting
boundary.
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The common SaaS Rule of 40 heuristic is a trade-off, not a target. It can tell you that a company combines growth
and margin at a particular moment. It cannot tell you whether the growth is durable, whether the margin was
bought by cutting future capacity, or whether the two terms are even measured on comparable boundaries.

That distinction matters because the same score can describe three different businesses. A company growing at
40% with no operating margin may be building a customer base, a company growing at 20% with a 20% margin
may be harvesting one, and a company growing at 10% with a 30% margin may simply have stopped funding the
work that would have made the next year easier.

What strategic operational trade-offs does the Rule of 40 score
erase?

The common version adds a growth rate to a profit margin. Variants use EBITDA, operating income or free cash
flow. The choice changes the result before any business decision does. A business can therefore cross the line by
changing the margin definition, the revenue boundary, the treatment of stock compensation or the period used
for growth.

The arithmetic is not the problem. The problem is forgetting what the arithmetic removed. Growth has a denom-
inator, a cohort and a source. Margin has a cost boundary, a timing and a reinvestment decision. The score keeps
the sign and drops the mechanism.

Figure 1 Four ways to arrive at 40

Growth Margin

Growth-heavy 40%

Growth-tilted 30% 30%
Balanced 20% @ ® 20%
Margin-heavy 10% 10%

0%

Author's illustrative worksheet. The examples use the common growth-plus-margin arithmetic and are not company benchmarks.

Why does adding growth rate to profit margin confuse economic
stocks with flows?
Why growth compounds makes the distinction that the score leaves out. Some work produces output that is con-

sumed by the current period. Some work leaves an asset that lowers the cost or increases the effectiveness of the
next period. Both can be good commercial work. They should not be interpreted by the same clock.
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Pipeline created by a one-off campaign is a flow. A qualification rule that a new salesperson can apply without the
person who created it is closer to a stock. A pricing architecture that reduces escalations across the next ten deals

is different from a discount that closes this one.

The Rule of 40 does not know which is which. A business can grow quickly by spending on the first kind and slowly
by building the second. It can also show a higher margin by stopping both. The score is not wrong. It is incomplete

at exactly the point where a leader needs to choose.

Why is profit margin an operational boundary rather than an inter-
changeable score?

Margin is also a constructed view. Gross margin includes some delivery costs and excludes others. Operating mar-
gin includes more of the organisation and may still treat a long-lived commercial investment as current expense.
Free cash flow adds another set of timing choices.

That is why every growth budget is a gross number: the line item tells you what was spent, not which part built
something that survives. If the score is used as a target, managers learn which boundary to defend. They do not
necessarily learn which investment to preserve.

The right question is not “Which margin should we use?” as if one definition were universally true. It is “Which de-
cision is this margin meant to inform?” A board reviewing cash safety may want one boundary. A commercial
leader deciding whether to keep building a distribution asset needs another. The score should be labelled with
the decision it serves.

Table 1 The review behind the score

Score component

Name the boundary

Read the movement

Ask before acting

Growth

Margin

Time

Stock

Author's worksheet. The prompts are a management aid, not a financial reporting standard.
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Starting cohort, cur-
rency, acquisitions and
price changes

Gross, operating or cash
measure and included
costs

Measurement window
and comparison period

What survives and who
maintains it

New demand, expan-
sion, mix or timing

Price, mix, delivery cost
or deferred investment

Acceleration, decelera-
tion or one-off base ef-
fect

New asset, maintained
asset or no durable out-
put

What remains if acquisi-
tion spend stops?

Which future capability
was not funded?

Does the mechanism per-
sist after the period?

Can the next team use it
without rebuilding it?
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How does managing to the Rule of 40 create destructive financial
engineering?

When the Rule of 40 becomes a target, the organisation starts optimising the score rather than the trade-off. The
growth team can pull demand forward with discounts. Finance can delay an expense. Sales can narrow the defini-
tion of a qualified opportunity. The score improves while the mechanism gets weaker.

That does not make every improvement suspect. It means the improvement needs a second line. If margin rises
because fulfilment became more efficient, the mechanism is productive. If it rises because the team stopped
maintaining a knowledge base that the asset that can leave depends on, the score is reporting a harvest that may
not last.

The same applies to growth. A larger top line can be a sign of stronger retention, more expansion, more new logos
or a price increase. These have different implications for the next period. The score cannot arbitrate between
them, so the review must.

Which capital efficiency metrics must leadership track alongside
the Rule of 407?

Put a durability question beside the score: what did this period make easier for the next period? Write the answer
in a sentence and attach an owner. If the answer is “nothing,” that is not a failure. It means the period was man-
aged as a flow and should be funded and evaluated as a flow.

If the answer is “a customer base,” show the cohort and the retention definition. If the answer is “a repeatable
commercial system,” show the process, its adoption and the cost of maintaining it. If the answer is “cash,” show
the cash boundary and the risk it buys down.

The thirty-percent rule for sales and marketing is useful in the same way. It turns an abstract allocation question
into four decisions. The Rule of 40 can be the first line of that conversation. It should never be the last.

Evidence base. The analytical frame also draws on these additional sources: Binet and Field 2013; Graham et al.
2005. The links identify the exact works; they support the mechanisms and boundary conditions discussed here,
not every claim in isolation.
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