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Balance 1s a primary business strategy

Functions and resources must be kept in line

By Richard P. Morgan

s the owner or manager of a

tire business, you have a lot

on your plate every day. As

you resolve one issue, another pops up

to replace it. You generally have very

little time to think strategically about
your future moves.

Does all that sound familiar? I want

to help you change how you act and
react to such issues.
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There are just a few basic factors,
common to all businesses, which really
count. If you stay on top of them, other
dependent strategies and tactics,
unique to your own business, will work
better.

Three profitability factors

Three factors determine your break-
even point and your level of profitabil-
ity. They are:

1) Your level of sales revenue.

2) Your variable cost of products and
services (cost of materials, direct labor,
etc.).

3) Your fixed expenses (rent, insur-
ance, utilities, administrative wages,
etc.).
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Track and work with the three factors
properly and you can dramatically im-
prove your bottom line. Unfortunately,
left alone, all three factors affecting your
profitability will go in the wrong direc-
tion. Your job, as owner or manager, is
to actively manage and balance those
factors to enhance results rather than let
them set their own level.

I am getting ahead of myself. First,
let us discuss a bit of scientific philoso-
phy. I am a history buff, and I am ad-

dicted to early naval history.
Here is an insight from Richard
Woodman, the author of a his-
torical naval fiction series:

“Everything everywhere is ei-
ther passive in equilibrium, or
else active in collision, in the
process of transition ending again
in balance and equilibrium.”

You will hear similar thoughts
in a physics class. Change is a
constant. Events move, reach
equilibrium for a time, then
forces work to change again,
creating new movement, reach-
ing a new equilibrium at an-
other point, better or worse

than before.

Now, let us return to your business sit-
uation. Wouldn’t your business be great
if you could reach a profitable point of
balance and keep it there for a long
time? It seldom works that way, does it?
Customers come and go, suppliers
change products and prices, expenses
increase, people retire or quit, etc.

My key point is this: A business that is
seriously out of balance cannot sustain
profits, growth, or customer satisfaction
over the long term. Business manage-
ment is all about coping with the myriad
changes that inevitably occur.

When I see a company in a state of
balance, I also find an organization
with a firm foundation that is prof-
itable and capable of maintaining its

balance as it grows. When I find a com-
pany struggling just to survive, I usu-
ally see an organization that is out of
balance one way or another.

To gain and maintain balance between
the three break-even factors mentioned
earlier, you must balance your functions
and resources.

Functions:

e Marketing and sales.
¢ Finance and administration.
e Operations and distribution.

Resources:

e Physical resources (plant and
equipment, inventory, etc.).

¢ Financial resources (cash, receiv-
ables, lines of credit, etc.).

e Human resources (capable people).

Give equal attention to the three pri-
mary functions of marketing, finance
and operations. You also need to bal-
ance your physical resources with your
financial resources and human re-
sources to give your customers the out-
standing satisfaction that they demand.

Common signs of business balance:

e Positive reputation in the commu-
nity and industry.

e Sales well above break-even point.

e Healthy cash flow and a good bank
relationship.

e Taking all worthwhile cash dis-
counts.

e Low employee turnover.

e Above average inventory turns.

e Healthy accounts receivable and
few bad debts.

e Assets well-maintained and ade-
quate.

¢ Employee benefit plans in place.

e Growing customer base and few
complaints or returns.

Continued on page 62...
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Out-of-balance situations:

e A lack of working capital to sup-

port growth.

® Poor cash flow.

e C.0.D. with major suppliers.

e Slow-moving inventory.

¢ Past due accounts receivable.

e Little or no money to promote the
business or keep employee education
up-to-date.

e Overloaded physical facilities and
overworked employees who cannot
properly handle customers, producing
sloppy work, customer irritation and
lost sales.

e Over-investment in facilities or em-
ployees without added marketing and
sales effort also creates problems. Ad-
ditional interest and depreciation ex-
pense or larger payroll cost kills the
company’s earlier operating profit.

You get the idea. Stressing one func-

Are you looking for a supplier
who iIs dedicated to you and
your entire business?

At Del-Nat, we understand the independent
tire dealer. We know that you want to
prosper and remain independent. And we
can help you do just that.

Every Del-Nat Stockholder and Direct
Distributor is an independent tire dealer
who knows the advantages and benefits
of working with the fastest-growing,
independently owned tire marketing and

distribution group in the world:

Territory exclusivity
Superior margins

Exceptional service and support

Complete line coverage
Excellent fill rates

To learn more about the marketing

and profit opportunities that can help
ensure your success, call Joe Davis,

Del-Nat's New Business Development
Manager, at 901-507-2532 or email at

Jjoed@delnat.com

Performance

2365 Texas Drive
Memphis, TN 38106
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tion or resource without consideration
for the others creates imbalance, and
imbalance soon leads to trouble. You
stop moving up and begin moving out.

Corrective steps

Here are some immediate steps you
can take to enhance your ability to
cope with change and create greater
profitability.

1. Obtain current financial state-
ments. The first step is to find out
where you are right now. If you do not
have regular operating statements, you
are really flying blind. A lack of up-to-
date financial statements is a sure sign
of trouble.

A business
that is seriously
out of balance
cannot sustain
profits, growth
or customer
satisfaction over the
long term.

2. Study your financial statements in
detail. Get a clear picture of your
sources of sales revenue along with
your major costs and expenses. The
usual accounting statements, prepared
mostly for tax purposes, often mix vari-
able costs and fixed expenses to a de-
gree. You may need to reorganize your
chart of accounts to properly reflect
costs that vary with the volume of busi-
ness versus expenses that remain about
the same each period. Treating vari-
able costs, like sales commissions or
freight costs, as overhead expenses
overstates both your gross margin and
fixed expenses and skews your break-
even point.

3. Use your operating statements as a
real management tool. Financial state-
ments are not just to satisfy the IRS.
When you have a good breakdown of
your variable costs and fixed expenses,
you can see how changes affect your
break-even point and profitability.

Continued on page 64...
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Here is a simplified example showing
how to calculate current break-even
and then track the interaction of sales,
variable costs and fixed expenses (see
chart below).

The beauty of using this break-even
model in addition to your regular tax

Decision model Current situation Add a sales person?

move. Use the same model to look at
the benefits, the cost, and the effect on
profitability of price changes, expand-
ing physical facilities, buying new
equipment, etc.

Little improvements or declines in
each number dramatically impact your
bottom line. As you work up your own
break-even decision model, you will

Sales revenue $3,000,000 $3,300,000
Less: Cost of materials $1,000000 $1,100,000
Direct labor and other variable costs $800,000 $886,000
Total variable costs $1,800,000 $1,986,000
Gross margin (sales revenue - total variable costs) $1,200,000 $1,314,000
Gross margin factor (gross margin / sales revenue) 0.4000 0.3982
Total fixed expenses $1,000,000 $1,046,000
Break-even point $2,500,000 $2,626,821
(total fixed expenses / gross margin factor)

Sales above or below break-even $500,000 $673,179
(sales revenue - break-even point)

Operating profit (sales above or below break-even x gross $200,000 $268,060

margin factor)

statement is that you can quickly pre-
determine the effects of a major busi-
ness decision on your overall prof-
itability.

For example, you might want to test
a proposed decision to hire an addi-
tional sales person with a fixed salary
of $36,000 plus T&E and benefits of
$10,000, plus commission at 2% of ad-
ditional sales. You expect the new per-
son to generate $25,000 in added sales
per month, or $300,000 annually. Using
your assumptions, sales revenue in-
creases to $3,300,000, variable costs in-
crease by the same percentage of sales
plus $6,000 and reach $1,986,000. Gross
margin rises to $1,314,000 and your
margin factor becomes slightly lower at
0.3982. Fixed expenses rise by $46,000
to allow for the new person’s salary,
T&E and benefits.

Based on your assumptions, hiring
the new sales person will increase your
bottom line by $68,060. Changing the
sales assumption and re-computing
based upon only half the new sales vol-
ume would show a positive effect of
about $11,000, so the proposed deci-
sion appears to be a good one.

This break-even model equips own-
ers and managers with a useful tool for
projecting the effects of a decision on
the bottom line before making the
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soon see that rather small percentage
changes in the three factors, sales, vari-
able costs and fixed expenses create
much larger changes in your bottom
line. If you continually make minor ad-
justments on a day-by-day basis, you will
be amazed at the end result.

In the two brief examples above, the
current operating profit improves by
34% on a 10% sales increase. The origi-
nal profit percentage is 6.67%. The pro-
posed case with a new sales person im-
proves operating profit to 8.12%, a jump
of 21.7%.

Consider the human element. Al-
though there are only three factors that
determine your level of profitability,
there are an infinite number of strate-
gies and tactical moves you can make to
impact the various factors. That is
where experience and management
leadership makes the difference. It is
wise to consider the people behind each
of the numbers. Cost cutting that affects
customer service and satisfaction may
be “penny wise and pound foolish.”

Additional marketing investment
may reap rewards, but not if you over-
whelm your resources and fail to han-
dle customers promptly. Supplier rela-
tionships often affect your cost and
availability of materials. Too few em-
ployees may affect both customer satis-

faction and turnover. Too many people
reduce productivity and gobble up
profits. If you are experiencing a lot of
“comebacks” on wheel alignments, you
might want to estimate how a new
alignment machine and up-to-date
technician training would affect service
productivity and customer satisfaction.

Peace of mind

Consider your personal peace of
mind. When you have a good handle
on operations, and when you are mak-
ing sound business decisions, you will
be able to gain and maintain good busi-
ness balance. Running a balanced,
profitable operation allows you more
time to focus and think about long-
term objectives for the business and
about your personal goals. Today, can
you honestly make these statements?

“I’ve got up-to-date business and
personal plans in place to accomplish
my specific goals.”

“I’ve got all my bases covered. I've
got peace of mind.”

“I’'ve balanced my business, personal,
and family needs and obligations.”

“I’ve taken care of the future for me,
my family, and my employees.”

If you cannot make these statements,
I hope you will take a little time to try
the business model that I have de-
scribed. You will soon see how valu-
able it can be when you use the tool
regularly to track the course of your
business and consider ways to cope
with and harness the many changes
that inevitably occur. W

About the author
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