BUSINesS

Profit in dollars,
both gross profit and
net profit, increased
each year in the
example at right.
But when you look
at gross margin and
net margin (below
right), you can see
that this company’s
profitability declined
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How to Identify and Analyze Profit

When building professionals talk about how
their businesses are doing, they often quote sales
figures. “We're already ahead of last year’s sales
and it’s only October,” they’ll say. What is rarely
mentioned is profit.

We can look at profit in two ways: in dollars
(gross profit and net profit) or as a percentage of
sales (gross margin and net margin). Let’s exam-
ine both.

PROFIT IN DOLLARS
Profit can be described as whatever is left over
from sales after you deduct your project costs
and your overhead. Profit exists in two forms:
Gross profit is what’s left over after you deduct
your production costs from your income.
Net profit is what’s left over after you deduct
your overhead costs from your gross profit.

MARGIN

Margin refers to the percentage of sales due to
profit. For a simple example, if sales are $100
and your job costs to earn the $100 are $68, that
leaves you with $32 of gross profit (what’s left
over after your project costs are deducted from
sales). The $32 of gross profit is 32% of your sales
($32/ $100), which is your gross margin.

Then you have to also deduct the costs of main-
taining the company (overhead). If that’s $25, the
$7left is net profit. That’s equal to 7% of your sales
($7/ $100), which is your net margin.

While it’s tempting to look at profit in dollars,
it’s more important to look at margin. Since mar-
gin is shown as a percentage, you're not likely to
be confused by figures that differ each year. If the
margin is going up, you're squeezing more profit
out of every sales dollar. That’s a good thing!

Profit in Dollars

Year 1 Year 2 Year 3
Sales $680,000 $750,000 $893,000
Job costs $472,600 $541,985 $672,405
Gross profit $207,400 $208,015 $220,595
Overhead $156,897 $156,205 $168,702
Net profit $50,503 $51,810 $51,893
Profit Margin
Year 1 Year 2 Year 3
Sales $680,000 $750,000 $893,000
Job costs $472,600 $541,985 $672,405
Gross profit $207,400 $208,015 $220,595
Gross margin 30.50% 27.74% 24.70%
Overhead $156,897 $156,205 $168,702
Net profit $50,503 $51,810 $51,893
Net margin 7.43% 6.91% 5.81%
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For example, look at the financials in
“Profit in Dollars” on the previous page.
The numbers look great! Afterall, each year
the company is showing increases in sales,
gross profit, and net profit. That’s what’s
important, right?

But what happens if we add margin fig-
ures to the same table (see “Profit Margin,”
previous page)? All of a sudden, it’s easy to
see that both gross and net margins are
steadily falling. That means it’s actually
costing the company more, proportionately,
to produce work. If this company continues
the trend, it may fall into the trap of be-
lieving that it needs to sell more work (less
profitably) to try to make up for dwindling
profits. We call this the “Death Spiral.”

Added to this downward spiral is the
likelihood that as the number of projects
grows, staff will need to be added in order
to manage the additional jobs. This will
cause overhead to spike, lowering net fig-
ures even further.

CORRECT PRICING IS THE SOLUTION
Instead of focusing on more sales, focus
on selling jobs at the right price, and pro-
ducing each job as efficiently as possible.
You may find that if you do this, you will
be able to sell fewer jobs (requiring lower
management costs) at a higher profit and
make a better bottom-line figure than you
did when you were selling more jobs with
lower pricing.

The table and graph at right show a
four-year cycle during which a company’s
average job cost and overhead costs are con-
sistent. Note that by increasing the markup,
this company actually produced fewer jobs
and lowered its total sales volume while in-
creasing its bottom line.

Do not be enticed to try to increase your
sales dollars unless you're simultaneously
increasing your achieved margins. There’s
no point in making yourself crazy (and pos-
sibly damaging your reputation) by focusing
on sales dollars. Wouldn’t you rather con-
centrate on selling a manageable number of
jobs to well-qualified prospects and sending
more to your bottom line?

Melanie Hodgdon is president of Business Sys-
tems Management based in Bristol, Maine.
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Effect of Increasing Markup

Year 1 Year 2 Year3 Year 4
Average cost $35,000 $35,000 $35,000 $35,000
per job
Markup 25% 35% 45% 50%
Target margin 20% 23% 31% 33%
per job
Average sale $43,750 $47,250 $50,750 $52,500
price perjob
Number of 15 14 13 12
jobs sold
Total sales $656,250 $661,500 $659,750 $630,000
Job costs $525,000 $490,000 $455,000 $420,000
Gross profit $131,250 $171,500 $204,750 $210,000
Gross margin 20% 26% 31% 33%
(achieved)
Overhead $125,000 $125,000 $125,000 $125,000
Net profit $6,250 $46,500 $79,250 $85,000
Net margin 0.95% 7.03% 12.09% 13.49%
(achieved)
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The key is selling jobs at the right price, and this may mean increasing
your markup so you are realistically covering your costs. Over a four-year
cycle during which its average job cost and overhead remained consistent,
this company increased profits by increasing markup. The company
produced fewer jobs and lowered total sales volume, but the jobs it did
produce were higher-value ones.
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