Levers of financial performance
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“You can’t manage what you can’t
measure.”

—William Hewlett, co-founder
of Hewlett-Packard Company

Hewlett suggests that in order
to effectively manage something,
you need to be able to measure
and monitor your progression or
regression. Solid accounting practices
and financial statements provide the
means to measure the profitability
of your business. However, all of the

accrual accounting practices and fancy
financial ratios are meaningless if you
don’t know how to use the information
to change performance. Fortunately,
good financial statements can show
us what levers are available for you to
pull and improve the profitability of
your business. We'll get to the levers
in a moment. First, Hewlett says we
need a measure of profitability if we
want to be able to manage financial
performance.

Return on equity (ROE) is

generally accepted throughout the
business world as a good measure of
profitability. There are some flaws to
ROE, but those flaws will generally
not mislead you if you are using ROE
to measure the performance of a
single business over time. ROE also
makes a reliable yardstick of financial
performance if you are comparing
two businesses that are in the same
industry under the same market
conditions — such as dairy producers
operating in the U.S. and selling
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milk to a processor. As this article

is intended to help you measure the
profitability of your dairy operation,
we can feel comfortable in using

ROE as our measure of business
profitability — both to track individual
financial performance over time and
to compare the profitability of several
dairy operations to each other.

ROE measures how many dollars
the business earned per dollar of
equity invested over a given period
of time. The period of time is usually
either a year or a quarter of a year.,
For example. an annual ROE of 20
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one lever will improve profitability,
and vice versa.

@ Net profit margin measures how
many dollars you earned per dollar
of sales revenue that you generated.
So a net profit margin of 10 percent
means the business earned $0.10 of
net income per $1 of sales. Net profit
margin summarizes the income
statement.

 Asset turnover measures how
many dollars in sales revenue were
generated from each dollar invested
in assets owned by the business. An
asset turnover of 1.5 means that each
dollar invested in assets generated
$1.50 in sales revenue. You will get

a higher asset turnover if you are
efficient at utilizing the assets of the
business to create revenue — do more
with less. Asset turnover summarizes
the asset accounts of the balance sheet
and links the income statement to the
balance sheet.

O Financial leverage ratio measures
the amount of equity used to finance
the investment in assets. A financial
leverage ratio of 1.33 means that the
business owns $1.33 in assets for each
dollar of equity used to finance the
business, and the remaining $0.33 of
assets was financed by liabilities. The
financial leverage ratio summarizes
the liabilities and equity accounts in
the balance sheet.

The levers of financial
performance can be a useful way to
analyze what drives the profitability
of your business. But more important
than using this tool to explain past
performance is to use this framework
to inform future decisions you may
make. The power of the framework
is that it allows you to consider the
effects of decisions across the business.
The one key factor not encompassed
in the model is risk. Even though
increasing asset turnover or the
financial leverage ratio will increase
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) Figure 1| Levers of financial performance

Return on
equity

ROE, these moves can increase the
risk exposure of the business. Risk is
a topic for another time but needs to
be considered when you are looking
at changes that would affect the
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structure of the business — which is
represented by the balance sheet.
Figure 1 is a representation of the
levers of financial performance as it
applies to a dairy producer. This model
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can help you organize what questions
need to be answered in order to know
if a decision or choice you are facing
is likely to result in an increase in

profitability. PD

Iﬁ
lbex® “Ami-Free™ Bovine Ultrasoumnd

m Easily adjustable angle
to allow 0 to 45" for use
in a varisty of reproductive
diagnostic procedures

m Flex section of the .C.E.
is easy to bend to exactly
the desired angle

m Proven design for ease of
Arm-free scanning

m Safer and less stressful
on both user and animal

Compatible with the Linear
6.2MHZ or CLI3.8MHz Transducers

Never before has there been a dairy hoof trimming system like ours. And for your
convenience, we offer three Hoof Trimming Models to chose from. The versatility of our
reclining hydraulic bed is designed to offer the utmost in simplicity, speed and security.

Truck Mounted Model
Financing Available!

|ie——||
VISA 5D
===

www.progressivedairy.com 51

Visit us at

www.RileyBuilt.com
for Video Demonstrations




