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Measuring business

performance

What are the best ways to measure the performance of

your business?

Introduction

How do you measure the performance
of your business2 While the profit and
loss account shows important evidence
of your financial results, there are

other measurements that can provide
alternative assessments of the business.
Using key performance indicators (KPls)
can give you greater insight info how
your business is performing and help
you in making better and more informed
decisions. But you need fo select
indicators that are key to aftaining your
business objecfives.

Use accounting ratios

One approach is to measure your
business performance using accounting
rafios, which compare one aspect of a
business against another. For example,
you might compare the cost of the
goods you've sold against the value

of your sfock to discover your stock
turnover, a measure of how quickly you
convert stock fo sales.

Accounting ratios make it easier fo
understand and interpret financial
stafements so that you can get a deeper

insight into your business's performance,
identify actual or pofential problems that you
might otherwise not be aware of and make
informed plans for the future.

For example, by looking at your profit and
loss account you can see whether or not
your business is profitable. But fo understand
the full implications of this and what action

- if any - it calls for, you may also need to
know:

e if your profit is growing in proportion to
the size of your business

e if you are making as much profit on
new sales as you were on exisfing ones

*  how your profitability compares with
that of other businesses in your secfor.

Accounting rafios make it possible fo
inferpret your financial data in these

ways. They are useful tools for planning

and forecasting, and also for making
comparisons with other businesses. Potential
lenders might also want to take a closer look
af some of your key ratios.

There are many different types of rafio. Some
of the more common ones are illustrated

in the panel overleaf. Besides these, most
businesses will also need fo use specific
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ratios tailored fo their particular needs. These

KPIs are your essential measurement tools for
evaluating the performance of your business.

N We would be happy to help you identify
\\ the best KPIs to monitor in line with your

business goals.

Measuring KPls at regular infervals over

a period of time helps you to make
comparisons and identify frends. You

can compare them with results from
previous accounting periods and against
competitors’ and industry averages. When
making these comparisons, however, be
sure you are comparing like with like.

Take care when you interpret rafios. An
increasing current rafio could indicate an
improving picture for your business but,
equally, it could show that you're carrying
excessive sfock. The important thing
when there is a change in a ratio is fo
identify the underlying cause(s| and take
appropriate action.

We recommend preparing management
accounts on a regular basis, which will
help you keep track of your key rafios.
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Measuring business performance

Set specific goals and
targets

It is also helpful to use indicators that define
and measure progress towards specific goals
or targets.

These targets might not necessori|\/ be financial

but, in most cases, they will have financial

consequences. The possibilities are almost

endless but here are a few examples:

e amount of unbilled sales per pericd

®  success rate of sales calls/visits

e time taken to fulfil orders

* fime faken fo respond fo customer enquiries

®  number of errors in production

®  number of refurns from customers

*  employee tumover

*  cost of filling job vacancies

®  number of reportable accidents per period
of time

*  amount of electricity used per employee or
product.

It is important that each target is aligned with
the overall objectives of the business. By
expressing the farget as a mefric, progress

[or lack of) can be measured effectively. For
maximum effectiveness, ensure that the KPls you

sef are SMART:
e Specific

*  Measurable
®  Achievable
®  Realisfic

e Timebased.

It is also important fo limit the amount of KPIs
you use to a manageable number. There are
hundreds of possible indicators and, if you are
nof careful, you can find yourself monitoring

foo many and damaging your productivity
elsewhere. The secret is fo identify and focus on
monitoring a few that are key to your business
achieving its goals.

How we can help

We can help you identify appropriate KPls

for use in your business and prepare regular
management accounts that will provide you with
a dashboard to monitor them.

We can also help inferpret the measurements and

plan future actions based on them.

Common accounting ratios

Profitability ratios

When dll is said and done, you are in
business fo make a profit. These ratios

help you to analyse your profitability in
more detail and compare it with that of
other businesses in your sector.

1. Gross profit margin

Gross profit margin % = gross profit /
turnover x 100

This is one of the most commonly-used
ratios and a key measure of business
success. Having a gross profit margin
higher than that of your competitors is a
clear indicator of competitive advantage.
Changes in the gross profit margin might
indicate, for example, that business

costs are increasing and that pricing or
suppliers need to be reviewed.

2. Break even

Break even point = fixed expenses /
gross margin %

This ratio shows the level of sales needed
fo sfart making a profit.

3. Net profit margin

Net profit % = net profit / turnover x
100

Net profit margin is a useful indicator
of performance but, because it includes
many variables, can be difficult to
compare or correct. It is advisable fo
review costs on an individual basis to
identify where action might be needed.

4. Return on assets

Return on assets % = net profit / net
assets x 100

This ratio shows the level of profit in
relafion to your nef assefs, that is fofal
assefs less liabilities.

Liquidity ratios

Liquid assets are essential for the
everyday running of your business.
They identify your working capital as
well as the funds fo repay loans. These
ratios help you monitor your liquidity

and identify any actual or potfential
problems. They might also be used by
potential lenders to assess your ability
to repay.

1. Current ratio

Current rafio = current assets + current
liabilities

This is a simple measurement to
determine whether the business has
sufficient assets to cover its current
liabilities.

2. Quick ratio

Also known as the ‘acid fest ratio’,
this is the same as the current rafio
except it removes the value of stock
from current assets. Because it can
take fime to convert stock fo cash, this
ratio is a more effective measure of

shortterm liquidity.

Performance ratios
1. Debtor days

Debtor days = debtors / tumnover x
365

Effective debt collection is important
for any business. This rafio shows the
relationship between debtors and
credit sales and shows how quickly
your customers are paying their
invoices.

2. Creditor days

Creditor days = creditors + purchases
x 365

This rafio shows how long on average
it takes you fo pay suppliers. It is
particularly useful for evaluating
potential cusfomers or existing
cusfomers requesting extended credit.

3. Stock turnover

Stock turnover = cost of goods sold /
stock value

This rafio measures how quickly you
convert stock to sales. A quick turnover
is a good measure of efficiency within
the business.

\ We would be pleased to advise on the use of these and other ratios to measure

oY your business performance.




