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Abstract: The reaffirmation of the elements of the market economy system imposes the need to redefine
the motives for management and the categories for expressing the efficiency of the business entities.
Accordingly, the substance and the manner of expressing and measuring profitability undergo changes
characteristic in the standards of the market economy and thus the basic starting point for quantifying
profitability is profit. In this way, assumptions are made to understand the purpose of the principle of
profitability that should be studied through the following components and relationships:

. Global relationship between the profit and the assets engaged,

. the partial relationship between the elements of the profit and the elements of the assets engaged,
. analysis and quantification of the factors that determine the size, the structure and the dynamics

of the profit, i.e. the size and dynamics of the engaged assets on the other hand.

Starting from the conclusion that the integral part of the complex of the profitability is the engaged
assets, it is necessary to consider not only the volume of the investment and engagement of those assets,
but also the intensity of their use and spending. The amount of the average engaged and invested assets
is determined by two sizes:

. the amounts of assets engaged and invested in the individual production process cycles, and

. the duration of their engagement.
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1. INTRODUCTION

The application of the principle of profitability at the level of individual companies, confirms the
purpose and the motive that should be achieved with this principle. In the long term, the profitabil-
ity is manifested as maximizing of the financial result with minimum capital investment (assets).
The expression of profitability based on the relationship between the profit and the capital, i.e. in-
vested assets, emphasizes the need to specify the type of capital that will be the starting point for
measuring profitability. In the context of financial analysis, and in function for increasing profita-
bility, the borrowed capital is particularly interesting, which through the amount of financing costs
(interest), affects the reduction of the final effects and the realized profitability. It follows from the
foregoing that one of the tasks of the financial policy is to reduce the price of the funding sources
which will create assumptions for maintaining financial balance and stable financing relationships.

2. FUTURE RESEARCH DIRECTIONS
2.1. Profitability analysis

Every company, in order to achieve full success in its operations, must take into account the
costs incurred in production (cost-effectiveness), the engagement of the workforce in terms of
the realized production (productivity), and to perform its tasks with the least amount of engaged
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assets. That requirement - the results of the process of operating to be achieved with as little
amount of engaged assets as possible - represents the principle of profitability. So, profitability
reflects the final business success of any corporation. The principle of profitability by definition
requires you to achieve as much profit as possible by engaging less in reproduction. Profitability
as a partial expression of the quality of the economy and expresses the efficiency of the assets
engaged in generating profits. The formula for expressing profitability is:

Profit _ P

- Engaged assets T a (1)
Profitability, in terms of profit, depends on the amount of the total income earned, then on the
size of the material cost of reproduction, the engaged assets and on the cycle of reproduction
itself. The size of the total income affects the profitability if the company makes full use of its
capacity and sells its production at selling prices that will enable it to profit and vice versa, with
reduced capacity utilization it reduces the total income and thus the profit, which in turn has
less profitability. The total income is also dependent on the selling price, so if lower sales price
is achieved the total income is reduced, i.e. the profitability is reduced.

Since profitability is the relationship between the profits made on the one hand and the assets
engaged on the other, the problem of its measuring will depend on the exact expression of their
magnitudes. It is, above all, an indicator of business success. Hence companies are required
to dispose of a method by which they can provide accurate data on the success achieved, that
is, they will be able to have an accurate picture of the dimensions of the results achieved. The
efforts for productive and economical operation have appropriate effects on the profitability of
the operation. Measures taken to increase productivity and economy directly affect the profit, its
size directly impacts the degree of profitability. Profitability indicators can be grouped as partial
and global, i.e. synthetic. The first relate to the rate of business and net profit whose analysis and
determination is based solely on periodic income statements. The second indicators cover the
rate of return on the total own assets, which inevitably assumes that for their determination and
analysis it is necessary to use the income statement and the balance sheet. The income statement
should be structured in such a way as to enable analysis of the interdependence of the incomes,
expenses, inter-phase and final results of the company’s operations for the specific time period.
That analysis can have two different aspects. One deals with examining the relative share of
certain segments of the expenditure and the results of the realized sales income. This analysis
is usually referred to as a ratio analysis of the income statement. The second aspect concerns
the dynamic combination of the invoices on which the difference between the income and ex-
penditure, business and net profit depends. This analysis has taken place with the breakpoint
methodology or profitability graph, which can be presented as follows in Figure 1.

The first information in Figure 1 relates to the intersection point of the line of the total income
and the total costs, in which the business profit is equal to zero. In this case, the company only
reaches the lower limit of profitability, whereby the volume of realization can be calculated by
the following formula:

Fixed costs
Variable costs (2)
Income from sale

Lower profitability limit = 1 —
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Figure 1. Profitability graph

Source: own analysis

The combination of factors, which provides only a complement to the regular costs, is a minimum
requirement for existence, which means that with determining the lower limit of profitability, the
analytical sense of the profitability graph does not exhaust. On the contrary, its task is to strive to
achieve the optimal combination of the relevant factors in order to maximize the business profits.
The purpose may be the basis for structuring the income statement, i.e. for determining the order
of reimbursement of expenses with recurring income from the realization. Such a structure of the
income statement, in particular, exists in the variable cost calculation system (Direct Costing), in
which the variable costs are proportionally complemented by the realization of the products and
the services, while the fixed costs fall entirely on the current income.

The most general financial indicator of profitability is the rate of the total business assets which,
in financial and accounting terms, is a periodic increase of the total business assets that are used
to perform the regular business activities of the corporate enterprise during the same period.

Accordingly, the rate of return on the total business assets can be obtained directly from the
following relationship:

Business profit

Rate of return on total business assets= _ 3)
Average business assets

This rate should show how much the average business invested assets earn during the observa-
tion period. The relative importance of that growth can only be talked about in the context of
time and spatial analysis. The time analysis refers to the comparison of the current rate of return
from the previous periods, while the spatial analysis implies comparing of the current rate of
return with the returns of other companies in the same production branch, i.e. with the average
rate of return of the whole branch. Only in these relationships can be obtained a competent
impression of whether and how effectively the analyzed company is using its assets. However,
analytically, that expression of the profitability of the business investments that derives from the
individual determinants of the rate of return, is more significant. These are the following deter-
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minants: turnover ratio of an average business assets and the business profit rate in terms of the
realization income. Their relationship with the rate of return can be explained by the so-called
triangular interdependence that includes the net realization income, the average business assets
and the business profit. Graphically, this interdependence is as follows:

NS

Net income usiness profit
from sale

Q D

Figure: 2 - Triangular Interdependence
(net income from sale, business profit, average business assets)

Average business assets

Source: own analysis

Business profit

Rate of business pI‘Oflt - Net income from sale (4)

Net income from sale (5)

Turnover ratio of assets =
Average assets

Business profit (6)
Average assets

Rate of return of business assets =

Converted as a simple equity, this interdependence shows that the rate of return on business
assets is the product of the ratio of the average engaged assets and the rate of business income
on the realization profit. Namely:

Business profit _netincome from sale business profit

average business assets average assets H netincome from sale 7
This clearly shows that maximizing the rate of return inevitably implies a constantly acceler-
ation of the turnover of the total business assets, as well as an increase in the rate of profit on
the realized income. In this context, the analysis should show that with smaller investment in
business assets, should be achieved greater volume and income from the sale, with lower cost of
operating (maximizing the profit rate), since only in this way can affects the constant increase
in the return on business assets as the most general financial indicator of profitability. Unlike
the business profit which is the effect of the operation of the total assets, the net profit shows the
effect of the investment of own assets. Raising the own capital is a particularly important pur-
pose of the operation and it can be concluded that the relative relationship between the net profit
and the own sources of financing is an important qualitative indicator in the financial analysis.

This relative ratio is called the rate of return on the own assets, which is determined as follows:

net profit
Rate of return on own assets = P )
average own assets

The rate of return on own assets and the rate of return on the total business assets can be ex-
plained by the triangular interdependence, which is represented by the following scheme:
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net income from
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Figure 3. Triangular Interdependence
(rate of return on own funds and rate of return on total business assets)

Source: own analysis

net profit

Rate of net profit = )

net income from sale

. net income from sale
Own assets turnover ratio = (10)
average own funds

net profit

Rate of return on own assets = (11)
average own funds

This interdependence gives rise to equality in which the rate of return on own assets appears as
a product between the turnover ratio on own assets and the rate of the net profit on the realiza-

tion incomes. In other words, that is the following relationship:

Net profit __netincome from sale net profit

average own funds o average own funds H netincome from sale (12)
Based on the foregoing, it can be concluded that all factors affecting the rate of return on total
assets directly and simultaneously reflect the rate of return on own funds. Namely, this rate is
part of the total assets, and the growth of the own funds in the process of production and reali-
zation cannot be done at a rate greater than the rate of return on the total assets.

However, practice shows that this can be in some cases, where the reasons should not be sought in the
action of the factors that regulate the regular activity of the corporate enterprise. The reasons should
be sought in certain stand-alone effects of the financing from borrowed sources and the profitability
of the own capital, i.e. in the intensity of the financial leverage effect. Perceiving and emphasizing the
qualitative differences between the basic economic principles or what are still called objective eco-
nomic principles and the principles of organizational methods for achieving the objective does not
only arise from the intention to systematize the scientific approach, but the purpose of a studio treat-
ment involves not only the formulation of the economic principles, but also a development of meth-
ods that will analyze and control the extent of realization of goals of each principle separately and in
a specific situation. In this way it is possible to establish relationships and relationships between the
achieved results and the investments in the reproduction process. Namely, the principles of liquidity
and security should enable the achievement of the objectives of the basic economic principles. This
means that in market-oriented economies, the quality of the economy is not only determined by the
general economic laws, but also by the type and intensity of the influence of numerous direct and
indirect factors. The problems related to the quality of the economy expressed through the principle
of profitability can be allocated to the changes of the two aggregate economic contents:

* profit, and

* engaged assets.
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Determined by the impact of the social, technical and organizational factors, the quality of the
achieved profitability varies depending on whether the factors cause changes in the amount of
profit made or on the value of the assets invested. Therefore, an additional problem in studying
the complexity of profitability is not only the identification of the factors, but also the differen-
tiation of the dynamics of the realized profitability resulting from the action of those factors.
Differentiating the impact of the factors that cause changes in the complexity of the profitability,
in its analysis, creates additional methodological problems. Namely, the changes that have an
impact on the quality of the economy and the reasons that cause these changes must be perma-
nently discovered and quantified in order to enable the qualitative implementation of the objec-
tives of the profitability principle.

In this context, through a practical example we will measure the profitability of operating of
one company using hypothetical indicators. For this purpose, we will calculate the rate and the
business result (profit), the rate of the net profit, the rate of return on total assets and the rate of
return on the own funds. We assume that the business profit in one company is 98,928 denars,
and the net profit is 6,313 denars.

The financing of the company comes from foreign sources, which causes high financial expens-
es, which amount to 175.709 denars. It speaks of a heavy financial burden on the company, i.e.
a high factor of financial leverage. This has a negative impact on the overall performance of the
business, which can be seen from the following indicators:
Business Profit _ 98,928

Rate of Business Profit = ———— % 100 =
Total Income 1,628,067

*100 = 6,075 (13)

This means that the company for every income of 100 denars of sales of products and services
in the current year, realized an average business profit of 6,076 denars.
Net Profit 6,313

Rate of Net Profitt = —————— % 100 = * 100 = 0,38 (14)

Total Income 1,628,067

This means that for every income of 100 denars from the sale of products and services, the
company realized 0.38 denars net profit.

Business Profit 98.928

Rate of return on total engaged assets = Average engaged assets * 100 = I 100 = 5,05 (15)

The rate of 5.05 denars indicates that for every 100 denars average invested funds, the company
has increased those funds by 5.05 denars.

Net Profit " __ 6313
Average Own Assets T 1314735

«100 = 0,48 (16)

Rate of return of own business assets =

It shows that for every 100 denars of own invested assets, the company has increased those
assets by 0,48 denars. From this it can be concluded that the growth of the part of the business
assets that is financed from own sources is very low. The very low profitability of the own busi-
ness assets is due to the very high cost of the foreign sources of financing of the company and
due to the negative exchange rate differences.

146



THE ROLE OF TOP MANAGEMENT IN ANALYZING THE PROFITABILITY OF A COMPANY

3. CONCLUSION

Based on all of the foregoing in relation to the financial analysis, we can deduce the following findings:
* In order to provide a valuable assessment of a corporation’s financial position, activities and
performance, a financial analysis based on standards or criteria for the relevant assessment of

the corporation’s financial and business activities is required.

* The main point of the financial analysis is to examine and discover the corporation’s inter-
nal reserves. This will be achieved by a permanent analysis of short deadlines, thorough,
detailed, comprehensive analysis of the total financial flows, which will provide selective,
concise and functional information.

* Successful financial analysis must start from the set and results of the financial policy, be-
cause they are a complex and inseparable whole, whose complexity comes from the whole
process of reproduction in all its stages

* Careful assessment of the liquidity, solvency, activity, indebtedness and profitability of the
companies, with a proper assessment of the current market trends and the state of stock sup-
ply and demand, should significantly contribute to the achievement of the basic goals of the
portfolio investment - capital gains income and dividends as return on the invested capital.
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