Financial Management 

Key Indicators: Tracking Your Way to Financial Success
Why Use Key Indicators?
One of the primary jobs of management involves reading the trail signs (key indicators) and taking appropriate action to make the company more successful. Unfortunately, says TEC speaker Kraig Kramers, even though most managers know how to read key indicators, they usually don't take the action, either because they're measuring the wrong things, they're measuring the right things improperly, or they just aren't good implementers or change agents. But when you combine the two steps -- reading the right key indicators and taking appropriate action -- the company invariably makes a lot more money.

Kramers identifies four major benefits from tracking key indicators:

· Improve operating efficiencies 

· Increase profitability 

· Create a common language with your management team (and your TEC group) 

· Improve your business savvy 

"Without question, effective use of key indicators enhances your skills as a business leader," states Kramers. "However, tracking key indicators doesn't mean just looking into the rear-view mirror to see what happened. It also involves projecting into the future to determine what might happen to the business if various scenarios occur. In fact, identifying where you are now and what you can do to make a difference is the whole point of the exercise. Key indicators work because they prompt you to take action and they clearly show what needs to be done."

Five Steps
To use key indicators to their full potential, Kramers recommends five basic steps: 

1. Identify the right measures. Every company should track basic financial key indicators such as sales, cash flow and gross margin percent. But every company also has certain measurements -- such as sales per square foot, on-time deliveries or number of Web site hits -- that are unique to the specific business and industry. Identifying and tracking those indicators is essential for creating the best financial results.

2. Use the right increments. In addition to getting the right measures, advises Kramers, make sure to get the right time frame and size of measures. For example, measuring total sales once a year doesn't have anywhere near the impact or opportunity for improvement as measuring monthly or weekly sales as compared to the same time increment for the previous year.

3. See the picture. The primary purpose of key indicators is to give you a "big-picture" look at the business with a relatively small amount of information. One of the best ways to do this is to use trailing 12-month charts to identify trends in your most important key indicators. To see how trailing 12-month charts give you a big-picture perspective, see "Trailing 12 Months (TTM) Charting" at Vistage View.

4. Anticipate the future. Forecasting involves looking out into the future and asking, "If this happens, how will we respond?" Should those circumstances come to pass, you'll be in a better position to take appropriate action because you've already thought through what you need to do.

5. Take action. Taking action means doing it in a timely manner. The whole point of using key indicators is to make adjustments to the business, now, on time, before it's too late. 

"Businesses never get in trouble overnight; the warning signs always make themselves known way ahead of time," says Kramers. "By identifying and tracking the right key indicators, you can spot the danger signs in plenty of time to take appropriate action."

Financial Key Indicators
According to Kramers, every business should track a core set of financial key indicators from the income statement, from the balance sheet and from the cash flow statement.

· Income Statement
· Net sales (dollar growth and percentage increase) 

· Gross profit margin percentage 

· Pretax earnings (dollar growth and percentage increase) 

· Operating expenses (SGA) as a percent of sales 

"I highly recommend using trailing 12-month charts (TTMs) for each of these indicators," says Kramers. "They take the seasonality out of the business and give you a much clearer picture of trend lines. Plus, TTMs are so easy to read. Up is good, down is bad -- it's that simple!

"I also recommend tracking operating expenses as a percentage of sales because if sales go flat or turn downward, this indicator tells you to reduce operating expenses sooner rather than later. As sales start to decline, most CEOs wait until much too late to do anything about it. A TTM tells you to take action while you can still make a difference. Your ordinary monthly charts don't work that way."

· Balance Sheet
· Receivables turnover 

· Inventory turnover 

· Debt-to-equity ratio 

· Total equity dollars 

"For receivables, most people track days sales outstanding (DSO)," notes Kramers. "I prefer to track receivables turnover (sales divided by receivables) because DSO reads upside-down on the trailing 12-month chart. With DSO, down is good and up is bad. For consistency, I want all my charts to read up is good and down is bad. Receivables turnover and DSO measure the same thing, you just look at them a little differently.

"Of these four indicators, debt-to-equity is probably the most important long-term because it measures the true health of your business. Track it monthly using a TTM so that you even out the seasonality and get a true picture of where your company is going." 

· Cash Flow Statement
· Operating cash flow 

· Investing cash flow 

· Financing cash flow 

· Ending cash 

"These are probably the easiest indicators to track because they come straight off the cash flow statement," notes Kramers. "At the same time they represent the most important because cash is the heartbeat of any business. You can get by with tracking some key indicators on a monthly or quarterly basis. Not so with cash flow. Track it daily, weekly and monthly, and watch it like a hawk!"

Non-Financial Key Indicators
Tracking the above indicators will keep you tuned in to the financial side of the business. However, Kramers also recommends tracking certain indicators that might be considered "non-financial" but nevertheless have a substantial impact on your company's financial performance. These include:

· Sales
· Number of transactions per unit time 

· Average sales dollars per transaction 

· What causes sales 

· Operations
· Number of widgets produced 

· Average cost per widget 

· Number of widgets sold 

· Customers
· Customer satisfaction index 

· Number of customers 

· Number of new customers 

· Ratio of new to existing customers 

· Average sales per customer

· Market
· Percentage market share 

· "Key-thing" mix change (percent) 

· New product growth (percent) 

(Note: Kramers defines "key-thing" as the mix of business in terms of product line, customer segments, geography or the value-added you provide different customers.) 

· Employees
· Number of employees 

· Employee retention 

· Average sales per employee 

· Number of net new positions 

"Every business is different," notes Kramers. "This list provides a good starting point, but don't stop here. Experiment with different indicators until you find the ones that represent the real drivers of your business and then track those on a periodic basis that makes sense -- weekly or monthly."

Tracking "What Causes …"
Kramers believes that one of the most important non-financial indicators any business can track is "what causes sales" or "what causes growth." Why? Because by tracking the activities that cause sales and growth to happen, you can identify problem areas and take corrective action long before sales actually decline.

The activities that cause sales and growth vary from one company to another. Examples include the number of telemarketing calls, number of sales feet on the street, dollars of advertising, volume of direct mail, number of RFPs submitted or number of contract bids. The trick, says Kramers, is to identify the right activity for your business.

"Don't make the mistake of thinking you have five or ten things that cause sales," he cautions. "Every business has one primary activity that causes sales to happen. And don't confuse marketing activities with sales. Identify the one thing that has to happen in order for sales to occur or the order to be taken in your company and start tracking it on a 12-month trailing chart basis. Then watch your ability to predict and produce the sales you want to grow by leaps and bounds!"

Once you get comfortable using the "what causes sales" key indicator, Kramers suggests using it for all non-financial indicators. What causes operations to improve? What causes an increase in market share? What causes customer satisfaction? What causes employee satisfaction? Answer these questions and then track your answers. That, says Kramers, is how you determine the most appropriate key indicators for your company.

"Key indicators change the whole way you manage the business," he concludes. "They allow you to manage going forward as opposed to waiting several months, seeing what happened and then trying to correct problems long after the fact. The secret is to use trailing 12-month charts so you can see at a glance where the business is going and what kind of course correction needs to take place. Financial statements are important, but they don't mean a thing until you put them on a trailing 12-month chart because only a TTM tells you what the future will look like.

"Believe me, you get much better results managing the future rather than trying to manage the past. Please re-read this sentence. You cannot manage the past. Instead, manage the now and the future."
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