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GGive me a place to stand and a lever long enough and | will move the worldO

Archimedes, 220 BC
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The Levers of Productivity in your Business.

Michael Taplin offers some useful thoughts on measuring business performance,
focused on the things that earn you money.

The levers of productivity for your business are to be found in your KPIs. If you know
which levers to pull you can make a big difference quickly.

If you really understand and track your Key Performance Indicators (KPIs) you can
improve and simplify the management of your business, and its profit earning
performance. Everyone has heard the old saying: Qvhat you measure is what you
getQ The obvious corollary is “if you don’t measure it, you are gambling on the payoff.”

Key Performance Indicators or KPls have become part of our business jargon, but as so
often happens with useful ideas, misunderstandings abound. KPls have become
confused with financial ratios such as Gross Margin (GM). Real key performance
indicators are operating ratios, linking a $ amount to an input or output quantity of
resources.

KPIs are the real levers that you need to concentrate on if you want to maximize
productivity in any business. A change in a KPI has a real impact on profit. Some of the
most powerful KPls in a business are not obvious; they need to be found and tested. If
you can find an operating ratio where a small change in the ratio makes a large change
in profit, you have learned something very important about your business.

A good basic example of a meaningful KPI is $ Sales per employee. If you have three
people working in your business, and your sales turnover is $150,000 your Sales per
capita is $50,000. You need to count everyone who works in your business, including
yourself. If some of them are part time, you can convert them to FTEs (Full Time
Equivalent employees) so that you get a number that reflects the real cost of the effort
that goes into making sales.

In businesses that sell time, or charge by the hour, $ Sales per labour hour paid may
be more meaningful.

To get a good measure of profitability you can use $ Gross Profit per labour hour
paid.

A good non-financial measure that applies to most businesses is capacity utilization,
which can be calculated as Labour Hours charged OLabour Hours Paid expressed as
a %.

Getting these numbers from your accounts requires you to look closely at how your
accounts are presented. Gross profit is calculated in your accounts. You may find that
your accounts, presented by your accountant, lump together direct labour with indirect
labour (Overhead or Expenses) into a single figure called Wages treated as an expense.
Sometimes they put direct wages above the Gross Profit line, which is correct but
reduces the reported gross profit. If you engage sub-contractors, do you include them
as a source of labour hours? The answer depends on the nature of your business. My
advice is that you make a considered decision on how you calculate this sort of KPI,
then stick to it.

If you are in a production environment, profit/unit produced is clearly a KPI, but you
cannot manage profit; this is just the end result of a chain of activities. You need to look
for the factors in the chain that influence productivity; these can include machine or
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labour minutes per unit, but commonly in systems | have looked at scrap or reject rates
are just as important. The message is that it is important to look at all the inputs and
leakages that form part of your production process.

Check out my next article for a discussion of how to develop a paper model and work out
the mathematical relationships between them. You will usually find an unexpected factor
that, if you manage it, will be a real productivity lever. This is a KPI. Itis common for
this KPI to be buried in the job of a supervisor or operator. In such a case, simply
measuring it and feeding the results back can win you a quick and easy return.

It is probably becoming clear that these productivity KPIs are quite different in their
meaning from a financial ratio like a gross margin %, calculated by your accounting
programme, or your accountant. | am not suggesting that financial ratios are
unimportant; quite the opposite, they are still very important, but they are limited in what
they tell you.

Productivity KPIs give you a direct measure of what your efforts are earning, and more is
better. They help you answer questions like “If | take on another worker, how many extra
sales do | need to make?” or “How much additional Gross Profit will | make?”

Another question | encounter is “what about leading indicators?” A leading indicator is
a predictive measure, and a change signals something that is going to happen, rather
than something that has already happened. An example of a leading indicator is a
change in the value of your forward order book. This predicts a change in workload, and
if it is identified early enough, the knowledge enables you to change your plan or your
resource levels. A business that’s finds it'self reacting to a downturn, and laying off staff,
with all the destructive consequences, is one that was not watching its leading indicator
KPIs.

Experience shows that most managers can intuitively deal with 3-5 KPls, keeping track
of them and using them to make daily or weekly operating decisions. You will find that
selecting the right KPIs for your business, and tracking them regularly keeps you
focused on the drivers of profit, and in my experience, gives you a lift in business
performance, particularly if you share the trend information with your team.

In my next article on this topic | will look at how to use a business model to find your
KPlIs.

Michael Taplin is a management consultant and business mentor whose primary focus
is business growth and performance improvement. He has taught hundreds of owners
and managers how to use KPIs in their own businesses. He can be contacted through
his website www.bizlearn.biz or by email to michael@bizlearn.biz.
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