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Abstract: The report presents the main indicators for measuring the efficiency and
profitability of the business. The organization of the analysis on the topic is schematically
presented. Models for analyzing the operating profit, efficiency and profitability of the
business are proposed, which reveal the reasons for changes in the indicators for a given
period of time. On their basis, the efficiency and profitability of the business can be
measured, analyzed, controlled and managed. Management decisions in this case are of
two types:

o Decisions aimed at achieving and maintaining sustainable sales growth in the
long term;
o Decisions related to the optimization of business processes and operating

costs.

Both types of decisions affect the product, marketing and investment policy of the
company, the goal being to achieve the maximum possible profitability of the business,
which would provide opportunities for paying high dividends. At the same time, increasing
the profitability of the business also has a positive effect on the value of the company.
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INTRODUCTION

The topic of business efficiency and profitability has always been leading in financial
and business analysis. This is understandable, considering that the leading goals of any
business organization are to provide dividends for owners and maintain the value of the
company.

The purpose of this paper is to present business efficiency and profitability as leading
objects of modern financial and business analysis and to clarify the possibilities for their
analysis and management by corporate management.

In this regard, the following tasks can be defined:

o To describe and explain the main indicators of business efficiency and
profitability;
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o To describe and explain the organization of the analysis on the topic under
consideration;

o To present specific models for analyzing and managing business efficiency
and profitability;

o To explain the benefits for corporate management and possible management
actions and decisions related to increasing business efficiency and profitability;

o To summarize the results of the study and draw conclusions.

1. Indicators of business efficiency and profitability. Organization of

profitability analysis

Business management is a process of implementing a set of functions, among which
analysis occupies an important place. By means of specific models and techniques,
Business Analysis studies and evaluates the functioning of the enterprise in various aspects
- the degree of effective use of resources, competitiveness, efficiency and profitability of the
business, economic added value, corporate value, degree of business risk, degree of
financial risk, etc. Management is interested in receiving sufficient information in volume and
quality, including the results of business analysis, in order to make the most correct
operational and strategic decisions. Therefore, the collection, processing and analysis of
business data is currently a significant component of the management system in any
enterprise.

Business profitability is one of the most important qualitative characteristics of any
business organization, as it is related to the return for owners and the company's ability to
pay dividends. It is determined for each individual calendar year as the ratio of the financial
result (profit or loss) and the capital invested in the business. It is important for management
teams to meet the set target profitability each year. It is no coincidence that the motivation
of management teams is stimulated through bonuses tied to the achieved financial results
and the company's profitability.

Fig. 1 presents the main measures of business profitability - "Return on Assets" (ROA) and
"Return on Equity" (ROE), which are part of a group of indicators, known as "Profitability Indicators"

(Todorov, L., 2017).

Business Efficiency
ROA - Return On ROE - Return On OPM - Operating ROEX - Return
Assets Eqwty Profit Margln On Expenses

ROA =NIUTA ROE = NI/E OPM = OI/SR ROEX = OI/OPEX
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Fig. 1 Profitability indicators (Source: https://www.ides.bg/e-journal/2017/issue-2/02-2017-I-
todorov)

NI — Net Income

TA — Total Assets

E — Equity

Ol — Operating Income
OPEX — Operating Expenses

Return on assets (ROA) expresses the percentage increase in assets for the relevant
year, achieved thanks to the net profit generated. Considered the “Guru of financial
analysis”, E. Helfert draws attention to the fact that both gross and net assets on the balance
sheet can be used. Net assets are obtained after deducting current non-interest-bearing
liabilities from the amount of assets. He also recommends working with average annual
assets, and not with those from the closing balance sheet (Helfert, E., 2001). For both
management and investors, the average ROA and ROE values for the last five years are
important to assess what profitability the company achieves on average for a given period.
In addition, the comparative analysis of the two indicators against the leading companies in
the industry is of great importance. Fig. 2 presents the organization of the analysis of
business profitability.

Business profitability analysis

Comparative analysis
]
Dynamics of business Models for analysis of ROA
profitability indicators
L ROA =ATO. ROR

Analysis of the influence of

factors
1
Models for analysis of ROE

\_ ROE =LR.ROA
ROE = ROIC + DER . (ROIC - Rd)

Fig. 2 Business profitability — organization of the analysis (Source: https://www.ides.bg/e-
Journal/2017/issue-2/02-2017-I-todorov)

Benchmarking
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ATO — Asset Turnover

ROR — Return On Revenue

LR — Leverage Ratio

ROIC — Return On Invested Capital
DER — Debt to Equity Ratio

Ry — Cost of Debt

From Fig. 2 it is clear that the calculation of the values of ROA and ROE is far from
sufficient to draw the relevant conclusions regarding the potential of the company to
generate and maintain profitability for shareholders or partners. It is necessary to conduct
both a comparative analysis and a factor analysis of the profitability of the business. The
comparative analysis is being carried out in two directions - analysis of the dynamics of
profitability indicators (most often for the last five years) and comparison with the average
values for the industry or with the leaders in the industry. Factor analysis aims to determine
the influence of the main direct factors. This reveals the specific reasons for the change in
profitability during a given period.

Profitability indicates how effectively business generates revenue relative to the
invested capital and the costs incurred. It is measured through various financial indicators
that analyze the relationship between revenue and expenses, as well as the return on
investments, with the objective of increasing revenue while incurring lower costs. ,Revenue
analysis is oriented to the direct factors that influence the amount of profit from the ...
business. The changes in the amount of revenue are identified through direct comparison
between their factual (from the current year) and reference (from the previous year) values.
The difference between these values affects the ... financial result — profit or loss for the
current year.“ (Natchkova, M., 2023)

Maintaining high profitability is the primary goal of any enterprise, as it enables it to
continue developing its business, to be going concern in the foreseeable future, and to be
able to recover the initially invested capital of its owners through payment of dividends.

For management teams, it is important to achieve the targeted level of profitability
each year. It is therefore not by chance that the motivation of management trams is
commonly implemented through bonus incentives linked to the achieved financial results
and the profitability of the enterprise.

2. Approaches and models for analysis and management of business
efficiency and profitability

Currently, there are two main approaches to analyzing and assessing profitability —
conventional and value-based. The traditional approach is based on the two main measures
of business profitability — ROA and ROE. The value-based approach links business
profitability to the value of the company. The most popular models for assessing profitability,
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belonging to this approach are EVA — Economic Value Added and CVA — Cash Value
Added.

L. Todorov believes that achieving and maintaining high profitability is possible if
management teams focus their attention on sales management and business efficiency,
which in turn is related to the company's product and investment policy. He draws attention
to the fact that business efficiency can be considered not only as a result, but also as a
factor on which the profit depends. This author offers the following model (Fig. 3) for
analyzing and managing operating profit (Todorov, L., 2017):

Operating Income (OI)

Sales Revenue (SR) X Operating Profit Margin
v h 4
SR:iq,xp, OPM:E:I—O‘DW' Expenses
= SR Sales Re venue

Fig. 3 Operating profit analysis model
(Source: https://www.ides.bg/e-journal/2024/issue-3/03-2024-lyubomir-todorov)

m — Number of products types
q — Sales quantities
p — Sales prices

Operating profit (Ol) can be represented as a function (product) of two main factors -
sales revenue (SR) and operating profit margin (OPM). The model shows that management
decisions aimed at ensuring and maintaining constant profit growth are of two types:

o Decisions aimed at achieving and maintaining constant sales growth, not only
in the short term, but also in the long term;
o Decisions aimed at increasing business efficiency.

The first type of decisions are related to the product and marketing policy, and
therefore to the investment policy of the company. Examples of such decisions are:
appropriate advertising, registering a trademark, expanding the distribution network,
developing new products or services, expanding production capacity, introducing credit
sales (for some goods), exploring export opportunities and agreements with foreign sales
representatives, improving the quality of production, etc. The second type of solutions is
mainly related to the optimization of processes and operating costs. It is known that the
efficiency of the business as a whole depends on the ratio between operating costs and
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operating revenues of the enterprise. For convenience, it is adopted to measure the overall
business efficiency using the operating profit margin (OPM). From Fig. 3 it is evident that
the value of this indicator directly depends on the ratio between costs and revenues, known
as “Costs per 1 EUR of sales”. The same author proposes the following model for analyzing
business efficiency:

Operating Income | OPEX

Sales Revenue B Sales Revenue (1)
_MC+EES+DAC+LC+OE+Ch _1_(MC N EES DAC+£ % C_hj

OPM =

1

+ + +
Sales Revenue SR SR SR SR SR SR

OPEX — Operating Expenses

MC — Material Cost

EES - Expenses for External Services

DAC — Amortization & Depreciation Costs

LC - Labor Cost

OE- Other Expenses

Ch — Change in production stocks and work in progress

For management, the comparative analysis of each of the ratios in brackets (formula
1) is important, both for different periods and in relation to the main competitors in the
industry. For example, if the material costs per one EUR of sales (MC/SR) for a given period
increase, then most likely the prices of the main production materials have increased during
the same period, which, however, is not reflected in a relevant increase in the selling prices
of the product. Another reason may be the failure to comply with the cost norms of materials
in the production process. If the labor costs per one EUR of sales (LC/SR) for a given year
are higher than last year's, this means that the growth of wages in the enterprise is outpacing
the growth of production and sales. It can be seen that the model can be extremely useful
for the management team in managing costs and business efficiency and would direct
attention to the search for opportunities to optimize the ratios of each type of operating
expenses to sales revenue. For example, if the labor costs per one EUR of sales at the
enterprise's main competitors are lower, this is most likely due to lower labor productivity in
this enterprise. It is known that the main factors influencing labor productivity are the type
and condition of production equipment and related fixed assets, the technologies used, the
automation and organization of processes, the quality of production materials used, working
conditions, the experience and qualifications of workers, the motivation of personnel in the
main activity, etc. The analysis of all these factors could direct the management team to the
search for opportunities to increase productivity. Very often, these decisions require new
investments and their corresponding financing. In this case, the analyst can approximately
determine the effect of the investments and the term for their return.
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The presented model of the OPM indicator could be even more detailed in case the
accounting information system of the enterprise is able to provide detailed information on
operating costs. It is known that energy efficiency, for example, is of great importance for
industrial companies, from the point of view of their business efficiency and competitiveness,
especially in energy-intensive industries where the costs of electricity and other energy have
a high share in the cost of production. This requires that a separate account be provided in
the individual chart of accounts of the enterprise, which should be called, for example,
"Electricity costs". In this situation, one more ratio "Electricity costs per 1 EUR of sales" can
be distinguished in formula 1. Increasing energy efficiency usually requires investments,
such as replacing production equipment, changing technologies, building own energy parks,
etc. In this case, it is necessary to determine approximately the effect of these investments
and its financial expression, which would show for what period the invested funds are
returned. Investment decisions go hand in hand with financial decisions, meaning
management must secure the necessary financing. Typically, for larger investments, bank
loans are not sufficient. For example, a new share issue may be required.

The comparative analysis of the individual types of costs per one EUR of sales for
different periods (most often calendar years) reveals the reasons for the change in the value
of the operating profit margin (OPM), that is, business efficiency. This information has high
importance for the management team when making both operational and strategic decisions
related to the target profitability.

The relationship between efficiency and profitability of the business could be
presented as a formula. In case we use the return on assets (ROA), it will look like this:

rou N[ _(O1+NOD)x(1-T) _ ((SRxOPM )+ NOI)x(1-T) 2
T4 T4 T4

where:

NOI — Non-operating income
T — Tax rate

The model actually expresses the impact of changes in sales, business efficiency and
the amount of invested capital on the change in the profitability of the business for a given
period of time. Most often, this period is one calendar year. Usually, the impact of non-
operating profit (for industrial firm) is insignificant. The model can also be used to forecast
future profitability. For example, if a certain sales growth and an unchanged operating
margin are expected next year, then the analyst could determine approximately the
expected net profit. Then, in order to determine the forecast ROA, it is necessary to predict
the expected changes in the value of invested capital, that is, in the amount of the company's
assets.

Business efficiency refers to the ability of the enterprise to generate profits by using

fewer resources or through rational and efficient utilization of available resources. It depends
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on the ratio between the enterprise’s revenue and expenses. It is measured by the operating
profit margin (OPM).

The key indicators for assessing business efficiency are based on a combination of
financial, production, and logistics information on daily, monthly, or annual basis. They

contribute to profit growth and to elimination of occurred weaknesses and problem areas in
the enterprise’s operations. These indicators include:

- Revenue and expenses of the enterprise. Increasing revenue and reducing
expenses lead to the achievement of the desired level of business efficiency;

- Assets of the enterprise. This key efficiency indicator shows how tangible,
intangible, and financial resources can be used by the enterprise most effectively to
contribute to its profit growth;

- Capital of the enterprise — equity and borrowings. This key efficiency
assessment indicator demonstrates how the enterprise’s capital has been utilized to achieve
the desired profit;

- Human resources (staff) of the enterprise. This key efficiency assessment
indicator shows how human capital has been utilized by the enterprise, what results have
been achieved by the staff in generating the desired profit.

3. Possible managerial decisions for measuring, analyzing, controlling, and
managing business efficiency and profitability

a)possible managerial decisions for measuring, analyzing, controlling, and
managing business efficiency and profitability under the first model:

1) Decisions aimed at achieving and maintaining sustainable sales growth in the
short- and long-term aspect. These are related to the company’s product and marketing
policy. Examples of such decisions include:

- ensuring appropriate advertising,

- registration of trademark,

- expansion of the distribution network,

- development of new products or services,

- expansion of the production capacity,

- introduction of credit sales, etc.

2) Decisions aimed at increasing net profit through revenue growth.
Examples of such decisions include:

- attracting new customers,

- maintaining attractive and competitive prices,
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- improving the product range structure, etc.

Both types of decisions affect the enterprise’s product, marketing and investment
policy.

The objective is to achieve the desired level of profitability and to ensure high
enterprise value, as well as to enable dividend payments to owners.

b)possible managerial decisions for measuring, analyzing, controlling, and
managing business efficiency and profitability under the second model:

1) Decisions aimed at maintaining high profitability, ensuring and maintaining steady
profit growth through the management of sales and business efficiency, which in turn is
related to the enterprise’s product and investment policy.

2) Decisions aimed at improving enterprise’s business efficiency by optimizing
internal business process in it and optimizing its operating costs.

Both types of decisions affect the enterprise’s product, marketing, and investment
policy.

The objective is to achieve the desired level of business profitability and to ensure
appropriate enterprise value that supports its investment and innovation policy and satisfies
the capital owners’ expectations for dividend payments.

CONCLUSION

In conclusion, the following more important generalizations and conclusions can be

made:

o The efficiency and profitability of the business can be measured, analyzed,
controlled and managed using specific indicators and models;

o The models proposed in this paper make it possible to establish the reasons

that led to changes in the indicators of efficiency and profitability of the business during a
given period, which in turn helps corporate management in making correct and justified
decisions related to business management;

o The proposed models are extremely valuable for corporate management,
since on the one hand they reveal the weaknesses and problem areas in the business, and
on the other hand they support the making of operational and strategic decisions related to
the product, marketing and investment policy of the enterprise, aimed at achieving constant
and sustainable sales growth, optimizing business processes and operating costs and
ultimately achieving the maximum possible profitability.

This work was financially supported by the UNWE Research Programme (Research
Grant No. 15/2026/A).
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