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ABSTRACT

. ,
return’ of sales revenue.

Sales revenues must be analysed both from an income point of view through ROS and from a financial and/or monetary point of view, i.e. determined in terms of monetary
flows, representing the essential financial lifeblood for the company’s management to be carried out in total efficiency and effectiveness. The sales return analysis must therefore

be twofold: income and monetary. This analysis must include all the necessary steps to identify the specific causes of the trend, positive or negative, of the profit and monetary
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”Return on Sales”: Introductory Considerations

The study of the return on sales, from both an income and a
financial/monetary point of view, must be carried out within
the framework of an integrated information system since, in
the absence of such a feature, the analysis carried out may be
inefficient and ineffective and sometimes misleading. The use by
the company of an integrated information system within which the
study of balance sheet data intersects with the quantitative data of
management control, all characterised by a formal and substantial
homogeneity of the structures and words used to identify a specific
account or event, represents a fundamental element for the analysis
of ratios to provide helpful information for management decision-
making. For the analysis of ROS, as well as the overall income
and financial analysis of the company understood in a broad
sense and, therefore, also including the values that are, in general,
connected to the concept of management control, certain basic
rules of conduct must be followed, without which all analysis
work leads to results that are, often, inconclusive.

In highly synthetic terms, these simple and, only apparently, banal
considerations can be emphasised:

1) If management perceives a global economic/financial
information need, the analysis must include, as a critical first
step, an in-depth, analytical and exhaustive examination of the
company’s income and monetary/financial situation concerning
the moment one begins this corporate investigation. Claiming
to implement control/analysis/research systems that relate to
the future without having understood perfectly the company’s
strengths and weaknesses when one begins the examination
is simply absurd and dangerous. Silly because the thought of
planning for the future without being aware of the present appears,

in all evidence, to be an unfeasible operation. Difficult because
attempting such an operation can lead to the unintentional creation
of income and/or financial crashes that, potentially, can lead to
situations that are very difficult to recover from. The starting point
must, therefore, necessarily be the development of a complete
analysis of the company’s income, financial and monetary situation
conducted on final data as close as possible to the time when
the management’s in-depth research and implementation of the
integrated analysis system begins

2) After understanding the starting company situation, it is
necessary, first of all, to understand the ‘obligatory’ nature of
formalising a management control system. In general, one often
hears that there is always some planning in the entrepreneur’s mind,
even in the absence of a formal structured system. The complexity
of today’s economy, however, also requires a formalisation of the
objectives that the company wants to achieve. It can generally
identify two problems that can result in this planning phase:

(a) the first ‘impasse’ can be connected to the tendency every
human being develops toward novelty. Introducing a control/
programming/analysis system frequently comes up against the
idea that ‘since it has been going well so far, there is no reason
to change...’. The task of top management is, without doubt, to
make all employees understand that, at present, even in small
and medium-sized enterprises, analysis, planning and in-depth
analysis of the company’s areas of strength and weakness are
necessary but not sufficient conditions for the company to continue
to thrive. Necessary because, in its absence, everything is left to
improvisation, a hazardous circumstance in times of solid market
turbulence. Not sufficient because, as is evident, the company
does not generate cash flow and income just because there is a
system of planning and analysis in place. The company thrives
as the result of a winning business idea. However, the absence of
a consumptive analysis of data, severe planning and a phase of
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understanding the reasons that led to the achievement of results
other than the prearranged ones can undermine, at root, the solidity
of a business, even if it is potentially successful.

b)The second problem may, on the other hand, be related to the
lack of understanding of the various logical steps that must,
appropriately, be followed in the economic/financial planning
phase. In many companies, one perceives the need for final
and preventive analysis, but the logical path to follow is not
clear. Planning is a jigsaw puzzle that must construct following
precise logic. Failure to follow the right way can invalidate the
programming itself. This is why, in the following chapters, we
will identify, in a simple but exhaustive manner, the sequence
of operations that the implementation of a programming system
requires.

3)After having identified, on the one hand, the starting point of
the analysis/analysis of the economic/financial situation and,
on the other, the sequence of steps to be followed to build an
effective and efficient planning model, it is necessary, to achieve
useful information results, to have very clear in mind what the
‘end point’ of the system is. In other words, it is essential to
clarify the fundamental, inevitably complex objective of the
integrated analysis system. In this text, the goal will be to create
an information ‘structure’ that can help management understand
the company’s economic/financial situation, both in global and
analytical terms. Anyone reading the following chapters will
easily understand the need for the system to be structured in such
a way as to analyse, in all their facets, the various management
segments of the company. There is nothing to prevent the reader
from structuring an information system that, although integrated,
is smaller in size than that envisaged in the text. Consequently, if
they deem it appropriate, it will enable the reader to implement an
information “micro-system” which, while identifying only a part
of what could potentially be implemented, configures a set of data
has its coherence and logicality. The particular configuration and
organisation of the following paragraphs will enable everyone to
identify the areas of most significant interest.

4)At the end of the process, it is necessary to understand what
results in the company has achieved in terms of final data.

As will be verified in the following chapters, this phase of
‘understanding’ the values achieved ex-post requires, in reality,
two distinct moments characterised by equal relevance and
operational dignity:

a) If we are at the end of the financial year N and, concerning
this administrative period, planning (partial or total, carried out in
the last weeks of the administrative period N-1) has been carried
out, it is first of all necessary to make a comparison between the
targets achieved at the end of the financial year N and the targets
planned for the same financial year. The comparison between what
we wanted to achieve and what we have achieved is necessary to
understand the company’s health. It is clear that, in the absence
of a phase of comparison with planned targets, the analysis of the
final results achieved after implementing a management control
process remains incomplete. The comparison between planned
data and actual values, therefore, represents a decisive phase in
analysing company data, in the absence of which, in reality, the
results achieved remain without a specific in-depth examination
of the management’s actual ability to accomplish the pre-set
targets. As seen in the following pages, it must compare company
summaries and analytical data concerning individual balance sheet
items to be effective and valuable. Therefore, analysing identifiable

variances between planned and actual data requires two levels
of study. First, it is necessary to consider macro-aggregates and
summarised ratios/flows. It is only appropriate to investigate the
data in terms of individual costs and revenues (such a comparison
is generally referred to as ‘variance analysis). Combining the two
examinations (synthetic and analytical) ensures an understanding
of why the actual results are equal to or different from the planned
values.

b)Understanding the temporal trend of closing account data is
extremely useful to impart the desired direction to company
management. b) Secondly, it is then imperative to make
a comparison between the two latest sets of final data in the
company’s possession: to understand the company’s reality, it is, in
fact, “mandatory” to understand the variances created between the
final values of the last closed financial year (financial year N) and
data concerning the balance sheet of the previous administrative
period. It is advisable to perform this temporal analysis of the final
data only on the overall balance sheet values and on quotients/
flows concerning the company as a single entity. Comparing
individual costs and revenues and their component parts when
carrying out an inter-temporal analysis of actual values does not
make much sense unless the planning phase is completely lacking
in the case of small and medium-sized enterprises. In such a
case, comparing data determined at the close of administrative
periods is the only instrument of management insight. Only in
this hypothesis can the splitting, as far as possible in the absence
of planning, of costs and revenues with consequent analysis of
the individual variations be considered valid.

Therefore, the above observations are the basic foundation for
an analysis of ROS and all other quantitative values that are
indispensable for understanding a company’s earnings, financial
and monetary situation.

Here we will only deal with Return on Sales from the various
points of view from which it can study this concept.

Company turnover represents the company’s lifeblood from an
income, financial and monetary perspective. Sales revenues and
third-party services should identify the primary sources of income
and financial and monetary flows.

To be truly effective, sales analysis must be carried out at the
planning stage and the final step to enable company managers to
compare identified objectives and values.

The ‘return’ on sales must become, for each company, a focal point
for in-depth analysis to understand the reasons for the trend in
overall profitability and highlight potential spaces for implementing
further improvements and/or eliminating inefficiencies or pockets
of ineffectiveness.

To delve into every business aspect of sales revenue, it is necessary
to illustrate the concept of sales ‘return’.

This paper will give the term ‘return’ both an income and a
financial/monetary meaning. Return, therefore, is understood as
the ‘return’ of sales expressed in terms of income components
and financial and/or monetary flows interconnected with company
turnover

Profit “Return on Sales” : Methods For Determining The Ratio
From an economic point of view, the return on sales (henceforth
ROS, Return on Sales) is often determined improperly and
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misleadingly. This is a hazardous circumstance since the control
and in-depth analysis of the ‘return’ on sales assumes an essential
role as an instrument of economic research aimed at scrutinising
the overall profitability balance of a company.

At the operational level, and sometimes even in the academic
sphere, one often witnesses the calculation of an inappropriate
sales profitability ratio insofar as it is determined by taking the
company’s net profit as the reference value. By comparing net
profit and sales revenue + services to third parties, this ratio
identifies an index composed of heterogencous elements. While
the denominator represents the positive income component par
excellence of the company’s typical activity, the numerator of the
above index measures the company’s total income output, which
derives not only from the company’s characteristic management
but also from the equity, financial, tax and non-characteristic
management by definition. When calculated according to this
standard, the index trend is also influenced by activities that
have nothing to do with the company’s core business. An upward
trend could, for example, result from realising a capital gain or a
contingent asset. A circumstance that invalidates the interpretation
of'the ratio trend. There is no need to go any further to understand
that such a ratio cannot provide valuable elements of analysis
to deepen sales profitability due to the substantial discrepancy
between the values contained in the numerator and denominator
of the ratio.

It is evident from the above that the sales profitability control
must, of necessity, compare homogenous management elements.
Since sales represent the ultimate purpose of the company’s typical
activity, the income that must be compared with revenues must
also describe the economic output of that management. Hence
the need to identify a profit aggregate that aggregates, in a single
algebraic sum, the revenues and costs of the company’s typical
operations. That such an index identifies the so-called ROS is a
well-known fact. Circumstances that are perhaps less detailed are;

a) how this ratio is to be determined correctly so that in management
control and/or balance sheet analysis, the results of the observation
are endowed with high significance;

b) and, above all, how it should analyse this ratio to draw helpful
management considerations to improve corporate efficiency and
effectiveness.

For the ratio identifying the return on sales to be significant, the
company’s characteristic profit must derive from the contraposition
between income from typical activities (better known as GOP,
acronym for Gross Operating Profit) and revenues from sales
and services to third parties net of returns, discounts and rebates.

Table 1: ROS Determination

Profit Return on sales ROS Profit Return on sales ROS

calculated from an incorrect determined from a perspective
perspective leading to that leads to significant results
misleading and insignificant

results

Net profit

income from ordinary operations
% (o GOP)

%
Characteristic revenues
Characteristic revenues

Analysis of the 5 Characteristic Cost Areas Indispensable
For The Analysis Of ‘Return On Sales’ Of An Profit Nature

The sales profitability analysis using an in-depth analysis of the
ROS trend requires that the characteristic costs (which are to
be deducted from the typical revenues to determine the GOP
correctly) be subdivided by destination into five sub-aggregates
that identify the cost areas of the characteristic activity. The
absence of this subdivision prevents the subsequent analysis of
the ROS, which, on the other hand, allows the identification of
the specific causes of the trend in sales profitability.

To maximise the significance of the overall earnings analysis of
the return on sales, the breakdown of characteristic costs must
be as follows:
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Table 2: Definition of the 5 Cost Areas of Core Business Activities

CHARACTERISTIC CONTENT OF THE COST AGGREGATE
COST AGGREGATE
BROKEN DOWN BY
MANAGEMENT AREA

Cost of sale The cost of sale, or production of the product sold, identifies all production costs incurred by the enterprise in
carrying out its core business. To make a complete analysis, it is necessary to locate a sub-aggregate, the cost

of the finished product, which identifies the cost incurred to finish the object of production. This cost does not
include inventories of finished goods and merchandise, just as it should not include any purchases of goods in the
above aggregate. It should be noted that the presence of internal constructions in the company requires that these
items be deducted from the cost of the finished product, as internal constructions identify adjustment values of
costs incurred to realise multi-year values and which, not having been subject to immediate capitalisation, appear,
in the income statement, among the operating costs.

In summary terms, the cost of sale can be summarised as follows:

Consumption of raw materials

Consumption of ancillary materials

Consumption of semi-finished goods

Production depreciation

Productive wages

Production severance pay

Other industrial costs

(Internal construction of any kind)

Inventories Initial work in progress

(Final inventories of work in progress)

Inventories. Initial semi-finished products of production
(Final inventories of semi-finished products of production)

COST OF FINISHED PRODUCTS

Inventories Initial of finished products

(Closing inventories. of finished products)

Inventories Initial goods not processed but sold in the state in which they were purchased
goods not processed but sold in the state in which they were purchased

(Closing inventories of goods not processed but sold in the state in which they were purchased)

COST OF GOODS SOLD ( COST OF SALE)

Costi di amministrazione | Identifies all administrative costs and negative income components incurred for corporate representation purposes

Costi commerciali It identifies the sum of commercial, marketing and sales costs

Costi Ricerca e sviluppo | Identifies the sum of research and development costs incurred during the year

Overhead Cost These costs identify notional values present only in companies belonging to a group. The holding company
performs activities from which the subsidiaries or affiliated companies benefit free. It defines group strategy,
identifies tax strategies, determines the financial management of intra-group flows, manages human resources at
the senior/management level and, often, engages in institutional marketing activities. Subsidiaries or associates
enjoy the benefits of these activities free of charge. The holding company does not ‘pass on the costs to the
companies by issuing invoices but carries out the transaction off the books for internal company purposes only.
In the presence of overhead costs in the reclassified profit and loss account, the net income for the year in the final
balance sheet differs from the income in the reclassified profit and loss account by precisely the amount of the
costs charged off-balance sheet. These amounts are set off the books, and thus, without impact on the subsidiary’s
financial statements, by parent companies. In the absence of accounting movements, these costs do not appear

in the subsidiary’s financial statements and therefore only represent amounts included in the reclassification to
assess the performance of the subsidiary’s management. Including this item allows for a better assessment of the
subsidiary’s characteristic performance. This company is also “loaded” with the negative income components

of which, although it does not make any disbursements as the parent company bears them, it benefits from these
amounts.

ROS must be the subject of evaluation and interpretation in the business planning phase and the final accounting of the results achieved
so that a comparison can be made between the objectives to be completed and the values realised.

When evaluating the planned company policy, summarised in the operating and general company budgets, analysing the return on
sales represents a fundamental step. Such an analysis without the final control phase (understood as verification of achieved results)
is ineffective. For this reason, the comparison between planned ROS and ROS realised is necessary for management actions and
company sales policies to be thoroughly examined and analysed. It should emphasise that the effect on characteristic profitability (ROI)
of sales profitability is amplified or reduced by the trend in the rotation of Capital Invested in Characteristic Management (derived
from the ratio of Characteristic Revenues/Capital Invested in Typical Management). In this paper, the focus is on the analysis of the
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return on sales. Therefore, the rotation of Capital Invested in Typical Operations will only be mentioned as it is inter-connected to
ROS but not explored in depth in terms of analysing the component elements that give the index a particular trend.

Comparison Between Planned Ros and Ros Actually Realised

Another element to highlight is that, in this work, we are acting within the framework of the so-called integrated information system,
i.e. the system in which all company accounting data output is interconnected. In this perspective, there is no logical separation
between the control system and the balance sheet analysis as each aggregate/index/flow/ is interrelated with all other values, income
and financial/monetary.

Table 3: Comparison of Planned and Actual Ros Within an Integrated Information System

INTEGRATED INFORMATION SYSTEM

FORECASTING FINALISATION PHASE

OPERATIVE BUDGET FINANCIAL REPORTING

PLANNED RlOS = ———"—ROS RREALZED

AMPLIFED O REDUCED BY AMPLIFED OR REDUCED BY THE

THE FLYWHEEL OF CAPITAL FLYWHEEL OF CAPITAL

THRM & OWVER.
PLANNED CHARACTERISTIC. ——_ REALISED CHARACTERISTIC PROFITABILITY

PROFITABILITY

EFFETTIVAMENTE

OVERALL ASSESSMENT OF THE COMPANY'S ABILITY TO PLAN AND
IMPLEMENT PROFITABLE SALES POLICIES

The comparison between planned targets and achieved results, in terms of sales profitability, should be completed by comparing the
planned ROS with the realised index and, perhaps above all, by analysing changes in revenues. These changes include:

(a) The change in revenue price

(b) The change in sales mix

(c) The change in sales volume.

Since we do not intend to deal with this issue here but rather focus on the return on sales expressed in terms of profitability and the
creation of cash flows, it is not possible to analytically delve into the issue of variations, on which we refer to the reader to works
aimed at analysing this topic. To determine these variations, quantitative values are needed that cannot find it in financial reporting.
For these variations to be determined, it is necessary to flank the financial reporting analysis with the so-called management control,
i.e. the system that analyses the company by ‘cells’ and ‘micro-cells’ (e.g. sectors, departments, products, sub-products, etc.).

Here, we limit ourselves to highlighting the need to compare the planned ROS and the realised ROS. This is the only way to understand
the company’s ability to achieve its objectives. In addition to this, a time-based analysis of the ratios is indispensable. The trend of
the ratios shows the company’s ability to make sales as profit makers. The study of the movement makes it possible to understand
whether this ability is increasing or decreasing. The trend must be analysed for at least three years as fewer years would provide
insignificant results.

con anagem IXes, olume AL
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Operational determination of ROS: Undertaking Ladybird and Four-Leaf Clover Ltd
To analyse why a certain upward or downward trend characterises the return on sales (ROS), it is necessary to develop a system of
indicators that explain the causes of this trend and the factors influencing the profitability mentioned above.

To this end, a business case was developed by considering the balance sheet date of an unlisted, medium-sized US food company.
Since the data provided are subject to confidentiality rights as they derive from scientific considerations that are unobjectionable but
not required by law, it changed the name name of the company to Ladybird and four-leaf clover Ltd. from now on:

Table 4: Non-Reclassified Balance Sheet Years N-1, N and N+1 Company Ladybird and Four-Leaf Clover Ltd

ASSETS 31/12/N-1 31/12/N 31/12/N+1 | LIABILITY AND 31/12/N-1 31/12/N 31/12/N+1
EQUITY
SECURITIES 200.000 449.280 BANKS 1.790.990 1.539.150 8.256.480
INVENTORIES 3.383.780 3.557.500 4326340 | PROVISION 155.660 82.280 109.500
FOR DOUBTFUL
ACCOUNTS
INDUSTRIAL 918.880 948.880 948.880 | SEVERANCE PAY 960.550 975.520 1.150.500
LAND FUND
CASH 10.067 12.930 14.276 TAX PAYABLES 56.000 30.320 304.080
FURNITURE 279.000 212.100 449920 | DEPRECIATION 780.900 813.920 1.076.580
PROVISION
BANKS 500.699 0 6.828.320 | DEB. PAYABLES V/ |  950.680 510.660 255.340
COLL.
INSTALLATIONS 804.966 823.414 870.240 | ADVANCE 30.120 506.580 746.850
PAYABLES FROM
CUSTOMERS
CUSTOMERS 6.395.580 3.607.480 2.755280 | PAYABLES FOR 23.000 0 36.044
WITHHOLDINGS
FINANCIAL 45.000 101.460 182.390 | SUPPLIERS 895.850 2.329.780 3.334.260
RECEIVABLES
VAT RECEIVABLES |  123.000 85.160 143.440 | OTHER PAYABLES |  780.990 1.189.180 877.160
CONSTRUCTION 7.620 7.620 7.620 FINANCIAL 450.000 1.356.790 551.200
LEGAL PAYABLES
PARTICIPATIONS 60.987 32.780 80.620 RES. STATUTORY 460 460 460
CREDITS V/COLL. 468.980 16.880 3.392.430 | EQUITY 6.000.000 | 2.298.000 2.298.000
ACCRUED 56.900 85.340 126.814 | RES. LEGAL 17.590 18.460 19.588
INCOME
CREDITS DIV. 680.890 1.655.040 343240 | RES. 56.000 1.314 22.692
SHORT-TERM EXTRAORDIN.
FORWARD TO 850.890 RES. 208.560
SUPPLIERS 442.920 288.450 | REVALUATION 208.560 208.560
CRED. FINANCIAL 660 660 660 NET PROFIT 465.259 22.580 351.746
NON-IND. LAND 200.000 578.220 385.480 | ACCRUED 860.890 746.320 900.060
LIABILITIES
ADVANCE ON 5.600 EQUITY FUTURE
SEVERANCE PAY 12.210 11.800 INCREASE FROM 657.100
SHAREHOLDERS
BANKS
TOTAL 14.483.499 | 12.629.874 | 21.156.200 | TOTAL 14.483.499 | 12.629.874 | 21.156.200

It should bear the following information in mind:

- it will repay financial receivables in 10 years

- receivables from affiliates are due in 3 years and are financial

- accrued income is due in two years and relates to interest income

- non-industrial land is earmarked as follows: in the first financial year, 192,740 were sold within three months, the remainder not
earmarked for sale. In the second year: the land is not intended for sale

- advances to commercial suppliers relate to contracts that will be successful
- a refund of input VAT is claimed. The due date for a refund: 5 years

- controlling interests are not intended for sale

- customers are due at 190 days

- advances on severance pay relate to seasonal staff
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- advances from customers relate to finished products and are inherent to contracts that will complete successfully

- other payables have a short-term portion of 500,000 in both years

- financial payables have an annual repayment quota of I financial year 1,000,000, IT 151,200

- accrued expenses are two-yearly and relate to interest expenses

- suppliers are due 30 days, 60 days, and 180 days.

- the severance pay fund is characterised by a short-term portion of 10% (in both financial years)

- payables to affiliated companies (of a non-financial nature) have an annual repayment quota: in the first financial year of 400,000,
in the second financial year of 100,000

- financial receivables have a maturity of 90 days.

- interest income relates 10% to securities; the remaining amount is from active bank accounts

Table 5: Non-Reclassified Profit And Loss Account Financial Years N And N+1 Enterprise Ladybird And Four-Leaf Clover Ltd

COSTI 31/12/N 31/12/N+1 RICAVI 31/12/N 31/12/N+1
TAXES 67.880 312.280 OTHER INCOME 195.760 112.352
IN. INVENTORIES RAW MAT. 3.383.780 3.557.500 PROFIT ON 185.760 365.372
DISPOSAL
WAGES 1.499.860 1.684.640 NON 99.494 182.420
OPERATING
INCOME
CONTIGENT COSTS 19.820 53.900 INTEREST 108.990 534.160
INCOME
COMMISSIONS 1.166.500 2.240.400 SALES 15.359.280 22.443.460
TECHNICAL SALARIES 2.043.466 2.548.640 INVENTORIES 3.557.500 4.326.340
RAW MAT
RAW MAT. PURCHASE 7.468.780 10.902.870
SALES EXPENSES 333.820 585.030
POSTAGE &TELEPH. COSTS 135.660 192.080
ADVERTISING 335.100 985.880
TRAINGIN AND ADD.. 2.840 9.540
CONSULTING THEC. 240.610 284.860
EMOLUMENTS TO DIRECTOR 14.170 75.760
MARKET RESEARCH. 32.500 36.516
COST EXCHANGE 105.736 261.000
LEGAL AND CONS. EXPENSE. 111.880 178.160
REPRESENTATION COSTS. 79.660 74.960
ENERGY 178.812 193.480
FINANCE CHARGES 467.590 893.900
MAINTENANCE 5.010 7.820
LEASING TECH. 321.230 350.860
INDUSRRIAL COST 366.980 760.600
DATA PROC. CENTRE 45.180 34.880
NON TECH. PROVISIONS. 369.940 521.260
GEN. COST 518.480 565.840
PROVISION FOR BAD DEBT 36.980 32.022
AMORTISATION AND DEP. 131.940 267.680
COSTS 19.484.204 27.612.358
NET PROFIT 22.580 351.746
TOTAL 19.506.784 27.964.104 TOTAL 19.506.784 27.964.104

Non-Reclassified Profit and Loss Account

Useful information for the reclassification of the profit and loss account:

- postal expenses are incurred by the administrative department
- miscellaneous income does not belong to typical operations
- salary breakdown: 60% production, 35% administration, 5% commercial.

J Econ Managem Res, 2022

Volume 3(3): 7-23




Citation: Maria Silvia Avi (2022) Sales Revenues Makers of Profit Monetary Cash Flow and Financial Resources. Journal of Economics & Management Research.

SRC/JESMR-185. DOI: doi.org/10.47363/JESMR/2022(3)159

Let us assume that we want to investigate the profitability of sales

in years N and N+1.

To carry out this analysis, a complete reclassification of the profit
and loss account according to the integrated information system

is necessary:

Table 6: Reclassified Profit and Loss Account Ladybird and

Four-Leaf Clover Ltd

Caratteristico 31/12/N 31/12/N+1
Characteristic revenues 15.359.280 22.443.460
Revenues 15.359.280 22.443.460
Costo del venduto (Cost of 12.001.504 16.124.594
Sale)

Consumption fo raw materials 7.295.060 10.134.030
Wages 899.916 1.010.784
Technical salaries 2.043.466 2.548.640
Connsultings tech. 240.610 284.860
Energy 178.812 193.480
Maintenance 5.010 7.820
Leasing tech. 321.230 350.860
Indsutrial costs 366.980 760.600
General costs 518.480 565.840
Amortisation and deprec. 131.940 267.680
Gross Profit 3.357.776 6.318.866
Administrative costs 1.284.281 1.676.264
Wages 524.951 589.624
Postal & tel. costs 135.660 192.080
Training and add. 2.840 9.540
Emuluments to diretors 14.170 75.760
Legal and cons. amm. 111.880 178.160
Representation costs 79.660 74.960
Data proc. Centre 45.180 34.880
Depreciation non tech. 369.940 521.260
Sales costs 1.979.893 3.964.080
Wages 74.993 84.232
Commision 1.166.500 2.240.400
Sales costs 333.820 585.030
Advertising 335.100 985.880
Marketing research 32.500 36.516
Provisions for doubtful 36.980 32.022
accounts

Research costs 0 0
Overhead cost 0 0
Total characteristic costs 15.359.280 22.443.460
Total Characteristic 15.265.678 21.764.938
revenues

Gross Oprating profit (GOP) 93.602 678.522
— Operating profit from

characteristic operations

Not charactetistic

Asset management revenue 10.899 53.416
Interest income on sescurities 10.899 53.416

Asset management costs 0 0
Financial management 98.091 480.744
revevues

Interest income on banck 98.091 480.744
Operating profit (OP) 202.592 1.212.682
Financial management costs 573.326 1.154.900
Exchenage rate gains 105.736 261.000
Finance charges 467.590 893.900
Non-characteristic revenues 481.014 660.144
by definition

Other income 195.760 112.352
Profit on disposal 185.760 365.372
Non operating income 99.494 182.420
Non-charactetistic costs by 19.820 53.900
definition

Contingest costs 19.820 53.900
Reddito ante imposte 90.460 664.026
Tax costs 67.880 312.280
Tac 67.880 312.280
Non-charactetistic revenues 590.004 1.194.304
Non-characteristic costs 661.026 1.521.080
Net profit 22.580 351.746

Based on these values, it is possible to identify the ROS in years
N and N+1:

Table 7 : Determination ROS years N e N+1

N N+1
Return on Gross operating

sales profit

(ROS) (GOP) 93.602 678.522

15359.280 = 0,609% | 22443460 = 3,023%

Characteristic

revenues

As can be seen, the trend of the ROS of the company Ladybird
and four-leaf clover Ltd in the years N and N+1 is increasing and
shows an increase of more than 500%. Although it also remained
at a low level in financial year N+1, there is no denying the
significant improvement in sales profitability.

Determination of % I A And I B Useful For Understanding
Ros Trends

For the economic analysis of sales to be helpful for the purpose of
identifying the strengths and weaknesses in the profitability of the
company’s policies enabling sales to produce GOP, it is necessary
to proceed to the determination of two ‘families’ of percentages.

% I: within this “family”, the reference value (100%) is the typical
sales revenue

% II: within these percentages, on the other hand, the parameter
against which the values must be percentages is the total area costs.

Within the % 1, it is also appropriate to identify the so-called %
Iaand % I b. The % I a’s remember the percentage of the five
area cost totals concerning characteristic revenues net of returns,
discounts and rebates. These percentages indicate the area(s) that
caused the ROS trend. It is evident that a complete analysis also
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analyses the areas with contrary ROS trends to highlight all the strengths and weaknesses of the five sub-managements according to
which the characteristic costs are divided.

The % I b represents, on the other hand, the percentage of the individual characteristic costs, again assuming typical company revenues
as 100%. The analysis of the % I b allows the identification of the specific costs that caused the ROS trend.

It is evident from the above that:
1) the sum of the % I b of an area coincides with the % I an of that area;

2) and the sum of the % I a, necessarily, corresponds to the total of the % I b.

It is evident that the difference between 100% and the sum of the % I a (or % I b) identifies the ROS itself (as it represents the GOP
as a percentage of sales, i.e. the profitability of the sales index).

The I percentages allow us to understand the reasons for the ROS trend and will enable us to identify, in an analytical manner, the
strengths and weaknesses of the five characteristic management areas that have allowed, through the performance of their activities,
the achievement of the characteristic revenues indicated in the profit and loss account.

Concerning the company Ladybird and four-leaf clover Ltd, the analysis of % la leads to the following considerations:

Table 8: Percentages I a

31/12/N 31/12/N+1

Characteristic Revenues 15.359.280 100,000% 22.443.460 100,000%
Cost of Sale 12.001.504 78,138% 16.124.594 71,845%
Administrative costs 1.284.281 8,362% 1.676.264 7,469%
Commercial costs 1.979.893 12,891% 3.964.080 17,663%
Research and 0 0,000% 0 0,000%
development costs

Overhead costs 0 0,000% 0 0,000%

An analysis of the above values shows that the performance of the five characteristic areas with respect to typical revenues can be
summarised as follows:

Table 9: Assessment of the Five Cost Areas of Core Business Activities

Characteristic management areas Percentage development of total | Judgement trend
area costs in relation to sales
Cost of Sale Reduction of 6 percentage points to 78.13%. Extremely
\ favourable trend showing recovery of efficiency
4+
Administrative costs Reduction of almost 1 percentage point to 8.36%.
. Favourable trend showing recovery of efficiency
+++
Commercial costs Increase of 5 percentage points to 12.89%, which
highlights the implementation of commercial policies
_E that, at least in the short term, have only created cost
increases and not at least a corresponding increase in
revenues. Negative judgement.
Research costs Non-existence cost
Overhead cost Non-existence cost

* legend: the direction of the arrow indicates the trend of the total cost area. The number of + or - identifies, in an extremely synthetic
manner, the judgement on the trend of the analysed value and therefore, indirectly, of the management of the typical cost area as a
percentage of total typical revenues.

From the above, it is clear that the improvement in ROS depends, first and foremost, on the efficiency recovered in the production
area and, albeit to a lesser extent, in the administrative area. Despite the negative performance of the sales area, ROS shows a highly
positive trend, at least in relative terms compared to year N, as the negative direction of total sales costs compared to revenues has
been more than absorbed by the positive production performance and administrative areas.

At this point, however, to understand, in an analytical manner, what the specific causes of these trends were, it is necessary to determine
the % I b showing the direction of the individual costs with respect to the total characteristic revenues.

Percentage breakdown of all characteristic costs compared to typical operating revenues
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Table 10 : Percentages I b

31/12/N 31/12/N+1

Characteristic Revenue 15.359.280 100,000% 22.443.460 100,000%
Cost of Sale 12.001.504 78,138% 16.124.594 71,845%
Consumption fo raw 7.295.060 47,496% 10.134.030 45,154%
materials

Wages 899.916 5,859% 1.010.784 4,504%
Technical salaries 2.043.466 13,304% 2.548.640 11,356%
Connsultings tech. 240.610 1,567% 284.860 1,269%
Energy 178.812 1,164% 193.480 0,862%
Maintenance 5.010 0,033% 7.820 0,035%
Leasing tech. 321.230 2,091% 350.860 1,563%
Indsutrial costs 366.980 2,389% 760.600 3,389%
General costs 518.480 3,376% 565.840 2,521%
Amortisation and deprec. 131.940 0,859% 267.680 1,193%
Administrative Cost 1.284.281 8,362% 1.676.264 7,469%
Wages 524.951 3,418% 589.624 2,627%
Postal & tel. costs 135.660 0,883% 192.080 0,856%
Training and add. 2.840 0,018% 9.540 0,043%
Emuluments to diretors 14.170 0,092% 75.760 0,338%
Legal and cons. amm. 111.880 0,728% 178.160 0,794%
Representation costs 79.660 0,519% 74.960 0,334%
Data proc. Centre 45.180 0,294% 34.880 0,155%
Depreciation non tech. 369.940 2,409% 521.260 2,323%
Sales Costs 1.979.893 12,891% 3.964.080 17,663%
Wages 74.993 0,488% 84.232 0,375%
Commision 1.166.500 7,595% 2.240.400 9,982%
Sales costs 333.820 2,173% 585.030 2,607%
Advertising 335.100 2,182% 985.880 4,393%
Marketing research 32.500 0,212% 36.516 0,163%
Provisions for for doubtful 36.980 0,241% 32.022 0,143%
accounts

Research Costs 0 0,000% 0 0,000%
Overhead cost 0 0,000% 0 0,000%

To facilitate the analysis, items showing a positive trend are delivered in bold, while costs with a negative trend are highlighted in italics.

From the analysis of the %, 1 b, it can be seen that:

1) the favourable cost-of-sale trend depends on the percentage reduction of all costs. Exceptions are miscellaneous industrial costs
and technical depreciation, which show slight increases;

2) the positive trend in the administration area depends on the reduction of all costs with one exception: auditors’ and directors’ fees,
which show a slight increase;

3) the negative trend in commercial costs is attributable to the direction in selling expenses and advertising, which show a percentage
increase. It should be noted that, even in this area, all other negative income components show a favourable trend.

The overall judgement of the analysis of % I a and % I b allows us to state that a global restructuring of costs is taking place in
the company, which has led to a generalised recovery of efficiency in all the micro-sectors identified by the various costs. This
circumstance is extremely positive in that it can be reasonably assumed that the favourable trend of production and administration
costs can continue, further, over time with the well-founded hope that this trend will also affect the commercial area since, apart
from sales and advertising expenses, all other costs of this management sector show favourable trends even if, within an area that,
globally analysed, is characterised by an unfavourable profit trend.

Determination of % li: Identification of Implementation of Strategy Changes in The Five Characteristic Cost Areas

The % II’s cannot, however, in any way help to develop the type of analysis described above because, having as reference the total
area costs, it is never possible for their trend to provide important information helpful in understanding the trend in sales profitability.
The % II analysis, on the other hand, is very useful for identifying the implementation of possible changes in area policy and strategy.
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In the presence of a weight ‘weight’ inversion between two or more percentages, one can hypothesise a shift of policy implemented
in the area under study. The highlighting, for example, of a reduction in % II of wages and a concomitant increase in % II of external
consultancy could lead one to hypothesise outsourcing of specific company processes.

Let us analyse the % II of the company Ladybird and four-leaf clover Ltd:

Characteristic costs as a percentage of total area costs

Table No 11: Percentages II

31/12/N 31/12/N+1
Cost of Sale 12.001.504 100,000% 16.124.594 100,000%
Consumption fo raw 7.295.060 60,785% 10.134.030 62,848%
materials
Wages 899.916 7,498% 1.010.784 6,269%
Administration Costs 2.043.466 17,027% 2.548.640 15,806%
Connsultings tech. 240.610 2,005% 284.860 1,767%
Energy 178.812 1,490% 193.480 1,200%
Maintenance 5.010 0,042% 7.820 0,048%
Leasing tech. 321.230 2,677% 350.860 2,176%
Indsutrial costs 366.980 3,058% 760.600 4,717%
General costs 518.480 4,320% 565.840 3,509%
Amortisation and deprec. 131.940 1,099% 267.680 1,660%
Administration Costs 1.284.281 100,000% 1.676.264 100,000%
Wages 524.951 40,875% 589.624 35,175%
Postal & tel. costs 135.660 10,563% 192.080 11,459%
Training and add. 2.840 0,221% 9.540 0,569%
Emuluments to diretors 14.170 1,103% 75.760 4,520%
Legal and cons. amm. 111.880 8,711% 178.160 10,628%
Representation costs 79.660 6,203% 74.960 4,472%
Data proc. Centre 45.180 3,518% 34.880 2,081%
Depreciation non tech. 369.940 28,805% 521.260 31,097%
Sales Costs 1.979.893 100,000% 3.964.080 100,000%
Wages 74.993 3,788% 84.232 2,125%
Commision 1.166.500 58,917% 2.240.400 56,518%
Sales costs 333.820 16,861% 585.030 14,758%
Advertising 335.100 16,925% 985.880 24,870%
Marketing research 32.500 1,642% 36.516 0,921%
Provisions for for doubtful 36.980 1,868% 32.022 0,808%
accounts
Costi di ricerca e 0 0,000% 0 0,000%
sviluppo
Overhead cost 0 0,000% 0 0,000%

Analysing % II is much more complex than for % I a and I b. It is necessary to have management support to verify whether or not
the hypotheses identified have merit. To identify possible changes in strategy within each area, it is necessary to determine:

1) one cost percentage that increases and another that shows a reduction

2) verify that there can be interchangeability between the two costs
3) realise the two previous points simultaneously.
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In the company Ladybird and four-leaf clover Ltd, the analysis
of % II, supplemented by interviews with company management,
led to the following conclusions.

- sales area: there was a change in policy in that commissions
and sales expenses were replaced with advertising in year N+1;

-administration area: the reduction in salaries accompanied by an
increase in non-technical depreciation and amortisation shows a
change in strategy: some of the staff were replaced by IT structures
that perform the work previously performed by employees. In
addition, after a discussion with management, it could be stated
that there was another change in strategy: the reduction in salaries
with a concomitant increase in administrators’ payments was
attributable to a change in the division of high-level administrative
tasks between employees and administrators. All budgetary
analyses were delegated to the administrators and removed from
the employees’ competencies. As a result of this, there was a
percentage reduction concerning the total area as some resigned
or retired employees were not replaced as the administrators
absorbed their competencies;

- production area (cost of sale): the decrease in leasing fees
and the increase in depreciation show a change of policy in
the management of long-term tangible assets: in the company
Ladybird and four-leaf clover Ltd, leased assets were replaced,
albeit minimally, with owned facilities. Since the management had
confirmed that the miscellaneous industrial costs also included
external consultancy and processing, the reduction of wages and
the concomitant increase in various industrial costs could be
identified as a change in strategy: the replacement of employees
with outsourcing.

Management is interested in understanding whether the policy
change, on a global level, had favourable or unfavourable earnings
consequences. At this point, the question arises as to how it can

evaluate the new policy economically. To evaluate the economic
impact of the policy changes shown by the % II analysis, it is
necessary to analyse the trend of the % I as these show the existing
proportion between area costs and total characteristic revenues.
Based on the % I a trend, it can affirm that the changes in the
strategy of the production (cost of sale) and administration areas
have given positive income results (reduction of the % I a), while
the change in strategy implemented in the commercial area has
produced negative consequences in terms of ROS (the % I an of
the commercial area has increased, highlighting a negative income
trend) and has therefore reduced the profitability of sales (and,
indirectly, the overall profitability of the company).

To conclude, this brief examination of the operational tools helps
analyse the components of ROS. It is worth emphasising that, due
to the inherent and unachievable limitations of balance sheet and/
or budget values, results are measured on the basis of the data set
out in the documents under analysis. It is possible, for example,
that, following the breakdown of budgets referring to financial
years N and N+1, it is concluded that a hypothesised policy change
in a specific area causes a negative impact on the company’s
planned profitability. It is obvious how such a conclusion does not
consider, for obvious reasons, what, hypothetically, could occur in
the financial years following the period N+1. It cannot, therefore,
rule out that the results of potential policy changes will develop
results in financial years after those under analysis. This, however,
is not a limitation of the indices considered here but rather a
characteristic element of the study of the balance sheet and/or
budget data. Therefore, these considerations must t into account in
order to be able to make an overall judgement on possible changes
in corporate policy. It is undeniable, however, that the analysis of
the I % I represents the tool that allows the profitability assessment
of the policies implemented by the company on the data of the
financial years to which the balance sheets and/or budgets refer
and studied through the analysis of the % II.

Table 12: Analisi Dei Fattori Che Influenzano L’andamento Del Ros

% I a: area cost trends
(1 OO:VF characteristic revenue)
4

ANALYSIS OF THE FACTORS
THAT HAVE INFLUENCED
THE R.0.S. TREND.

s oo o e ks ko o ok ook

POLICY CHANGE ANALYSIS IMPLEMENTED IN THE VARIOUS COST AREAS

% II: Analysis of individual cost "weight" in relation to total costs
of area (100%=total area costs)

income assessment change If area policy

trend analysis of %I a

- .

% I b: individual characteristic cost trends
(100%= characteristic revenue.)
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Limits of the Profit Analysis of the ‘Return on Sales’: Financial
and Monetary Analysis of the ‘Return on Sales

Although carried out in an analytical manner as described above,
the profitability analysis of sales cannot be said to be sufficient for
the overall understanding of the ‘return’ on core earnings. If the
deepening of the ‘return’ on sales were to end with the analysis
of ROS and % I a and I b, with the completion of % II, incorrect
and misleading conclusions could be drawn.

In the case of Ladybird and four-leaf clover Ltd, for example,
based on the data illustrated up to this point, one would be inclined
to affirm that the return on sales appears to be incredibly increasing
and that, consequently, the overall judgement on sales and the
costs that have produced them cannot but be highly favourable,
without the presence of any particular shadows except for the
unfavourable profitability of the commercial sector which, on the
contrary, should be the driving area of revenues.

But, as we shall see in the following pages, the situation is not as
flourishing as it may appear at the end of this in-depth profitability
analysis.

The control of the sales ‘return’ cannot be said to be complete if
an in-depth examination of the financial and monetary dimension
of revenues is missing to supplement the income analysis. The
analysis of sales profitability represents, without doubt, an
indispensable element of knowledge so that it can implement the
overall economic analysis of the company for a critical in-depth
examination of every area connected with company profitability.
While this aspect is of fundamental importance, it reveals its
deficiency in terms of the overall analysis of the company’s
situation. Examining, from a financial and monetary perspective,
the various aspects of company management is an indispensable
step for managers to control the consequences of their every act/
action effectively. Any operation generally involves more than
one management aspect, and it is precise that carrying out a mere
income analysis appears deficient and reductive.

In this regard, it should be emphasised how, in the corporate
operating environment, economic analysis is often erroneously
considered predominant, concerning any other in-depth analysis,
with the consequence that, frequently, companies find themselves
having to deal with financial and liquidity crises due to an evident
lack of analysis of the monetary/financial aspects of the operations
carried out by company management.

Financial analysis, as well as income analysis, must be performed
both at the planning stage and at the final reporting stage. An in-
depth financial analysis carried out only at the planning stage or
only at the final reporting stage would represent an analysis with
reduced significance and lacking managerial usefulness since a
practical financial analysis envisages

1) the investigation of the existence of a financial/financial-
monetary balance identified at the forecast stage;

2) the analysis of the balance above actually achieved and
monitored on final data;

3) the comparison between what was planned and what was
achieved.

The absence of even one of the above steps results in a “misleading”
and, consequently, fallacious financial analysis.

The inter-dependence between income values and data relevant
from a financial and monetary point of view is inherent in the

accounting system adopted in our country. The analysis of
the correlations that can identify between negative/positive
income items and financial/monetary values allows a complete
understanding of the financial situation, understood in a global
sense that the company must manage at the planning stage or
face at the final accounting stage. The comparison between the
two areas (ex-ante and ex-post) allows a judgement to be made
on the degree to which the financial balances the company set out
to achieve have been achieved.

In the ex-ante phase, the study of financial equilibrium is carried
out through the so-called financial planning, which identifies,
in substantial terms, the degree of the financial feasibility of
the company’s economic projects. An economic budget is only
acceptable if it is correlated with a balanced financial budget.
Without such integration and balance harmony, it will reject
the planning outright. The presence of only one ‘management
harmony’ (income or financial), in the absence of the other, in the
medium term, causes, in most cases, the imbalance of the area that
it previously balanced. This makes a preliminary analysis of the
financial feasibility of economically acceptable plans a sine qua
non for the general business budget to be accepted and shared by
company management.

From a financial point of view, it must also analyse the ‘return’
of sales revenues from a financial/monetary as well as an income
point of view using an instrument that allows, on the one hand,
the verification of the existence of a planned balance and, on
the other hand, the possibility of a comparison between planned
financial/monetary data and realised financial/monetary values.

Such a figure can be represented by a ratio comparing sales with
their return expressed, this time, in financial rather than income
terms. The analysis of such a value makes it possible to define
a judgement on the financial aspect of the data included in the
economic budget and to compare a specific figure that summarises
the financial balance identified at the planning stage and a value,
just as specific, that highlights, at the final accounting stage, the
actual realisation of such a balance.

Since the financial output of sales is represented by cash flow, the
ratio measuring the financial return of sales must be structured
as follows:

. . Cash flow
Financial/monetary return on sales= —

Sales revenue net of returns, discounts and rebates

Determining the index identified above requires the precise
definition of the concept of cash flow, which, as is well known,
can take on different connotations depending on the flow concept
taken as the basis for dynamic financial analysis. Although flow
concepts can be varied, we can state that, for business analysis,
the two main and most significant concepts are as follows:

Characteristic Financial Flow Expressed in Monetary Terms
The most relevant notion of valuable flow for analysing a
company’s financial dynamics is, without a doubt, connected to
the concept of liquidity understood as a synonym for the idea of
change in cash and active bank. Indeed, the writer considers this
aggregate more significant than other liquidity aggregates, which,
at least in theory, could include other accounting items such as
bank overdrafts. For an analysis of the financial situation, it is
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considered appropriate to consider the passive bank as a debt
of a financial nature, comparable, for example, to a mortgage
or other loan from third parties. For this reason, it is considered
preferable not to include the passive bank in the liquidity aggregate
concerning which the cash flow calculation is made. It is evident
that if the flows are studied in terms of liquidity, the analyst’s
focus will only be on those movements that have created changes
in the cash and active bank.

At present, this is the only concept of cash flow that, on an
operational level, is meaningful since both international accounting
standards (IAS 7 Cash Flow Statement) and the Italian national
accounting standards issued by the Italian Accounting Standards
Board (Accounting Standard No. OIC 10 Cash Flow Statement),
have decreed that the only notion of cash flow of managerial
interest is monetary. Therefore, the flow emanating from the
performance of core business activities can only be expressed in
terms of liquidity.

Characteristic monetary cash flow

Monetary return on sales =

Sales revenue net of returns, discounts and rebates

Characteristi Cash Flow Expressed in Financial Terms

This cash flow concept is outdated to accounting developments.
Suppose one wishes to determine a broader financial flow than
monetary flow, i.e., trade receivables and payables. In that case,
deciding on the so-called net working capital flow is necessary.
This is generally calculated with reference only to items related
to the performance of core business activities and, consequently,
defined as net working capital in the strict or characteristic
sense. When flows are studied in terms of working capital, the
analyst’s focus is only on movements that have created changes
in characteristic net working capital, i.e. short-term items arising
from the company’s typical business activity.

Since working capital focuses on short-term assets and liabilities,
it is evident that the characteristic net working capital is made up
of all items inherent to the typical activity marked by maturities,
collection or payment of a current or short-term nature. In
simplified and synthetic terms, it can be stated that the Net Working
Capital (NWC) is formed by the sum of cash, trade receivables
and inventories net of trade payables.

It has already been pointed out that developments in accounting
have overtaken this flow of Net Working Capital characteristic. It
has been noted that the financial flow, resulting exclusively from
the increase in trade receivables, does not possess information
capabilities that can help the operatives improve management
efficiency and effectiveness. For example, many receivables and
a significant flow expressed in terms of this item highlight a
situation that is only favourable since management must be based,
above all, on the creation of monetary inflows or, in any case,
sources well over requirements. This is why liquidity flows have
completely replaced characteristic net working capital flows.
Suppose, however, the person conducting the analysis fully
understands the real significance of flows expressed in financial
terms. In that case, it is possible that from an in-depth analysis of
these dynamic values, the analyst can deduce helpful information
for decision-making and management purposes. It is for this
reason that, while being aware that, at present, the only flows
recommended by national (OIC 10 Statement of Cash Flows) and
international (IAS 7 Cash Flow Statement) accounting standards
for external communication are those of cash/liquidity, it is
considered useful to make a brief mention also of financial flows
determined according to a broader concept of corporate liquidity
alone. Such an analysis aims to correctly interpret the value of
interest, carefully avoiding attributing incorrect meanings to the
cash flows determined in the accounts based on the impact that
such matters have created on the characteristic net working capital.

Characteristic Monetary Cash Flow and Gop

Cash flow thus represents the flow, monetary or financial, from
the performance of the typical business activity. Wanting to make
a comparison with purely income values, it can say that cash
flow identifies the monetary or financial aspect of income from
typical operations (GOP). Consequently, cash flow represents the
financial or monetary side (depending on whether the parameter
is liquidity or characteristic net working capital) of the income
flow related to the performance of the company’s characteristic
activity. Consequently, the ROS and the index derived from the
contrast between characteristic financial or monetary flow and
typical revenues identify two sides of the same coin. Both focus on
the same issue, which, however, in one case is analysed according
to income criteria (ROS) and in the other according to a broader
financial perspective (characteristic NWC flow) or restricted to
the monetary aspect only (characteristic monetary cash flow).

Table 13 : Comparison of GOP and Financial and Monetary Cash Flow

PROFIT RETURN

R.0.S

OF SALES OF SALES
G.0.P—— ESTRESS THE SAME CONCEPT+— CASHFLOW

CONSIDERED FROM TWO DIFFERENT,

POINTS OF VIEW
MONETARY FINANCIAL
CASH FLOW CASH FLOW
o (EXPRESSES IN

TERM OF NET
v WORKING CAPITAL

/

ESPRESS THE SALE CONCEPT OF INDEX CONSIDERED
FROM TWO DIFFERENT POINTS OF VIEW

FINANCIAL RETURN

/

FINANCIAL/MONETARY RETURN
OF SALES
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Cash Flows and Revenue-Related Cash Flows: Inter-
Relationships

As we have already had to point out, doctrine, practice, and now
also national and international accounting standards agree in
considering cash flows prevailing, from an informative point
of view, over those expressed in terms of net working capital,
so much so that both national and international accounting
standards no longer address the issue of flows described in
terms of NWC. Despite this, and even though the former is more
common than the latter, to correctly determine the ratios for
measuring the financial return on sales, it is necessary to fully
understand the interconnections between the two types of values
concerning business dynamics. Only a perfect understanding of
the interrelationships between cash flows and characteristic net
working capital flows allows the correct interpretation of the data
determined in the analysis to measure the impact of sales on the
company’s overall financial situation.

To facilitate the calculation of the values mentioned above, it is
appropriate to highlight the connections between the two notions
of characteristic cash flow (financial and monetary). The first
concept is often referred to as monetary cash flow or cash flow
in the narrower sense. As we have already pointed out, cash flow
can be understood as the flow of typical operations expressed in
monetary or financial terms. On the other hand, the cash flow
associated with characteristic operations defined in terms of net
working capital is known as cash flow in the broader sense (or
described in financial terms). Since the characteristic net working
capital includes cash (and active bank), the transition between
the two types of cash flow must take this value into account. The
change from financial to cash flow can be made by algebraically
adding to the first value, either the characteristic NWC without
cash or the characteristic NWC including cash adjusted, in turn, by
the change between initial cash and bank and final cash and bank.

These concepts can summarise as follows:

Table No 14: Financial Cash Flow and Monetary Cash Flow

FINANCIAL CASH FLOW
+/- A CHARACTERISTIC NWC

FINANCIAL CASH FLOW

+/-  CHARACTERITIC NWC
WITHOU CASH
MONETARY CASH FLOW

+/-A CASH
MONETARY CASH FLOW

—

The above considerations make it possible to illustrate a different
method of determining cash flow from the one referred to up to
this point.

In the preceding pages, the cash flow generated by typical
operations has always been considered a value determined through
the summation of ‘monetary’ or ‘financial’ costs and revenues.
In such a logic, the cash flow of typical operations represents, in
substance, the result of the aggregation of positive and negative
income components expressed respectively in monetary terms, if
the flow to be determined is monetary, or identified in financial
terms if the cash flow of interest is the financial flow of typical
operations in the broader sense.

However, cash flow can also be determined by a calculation
technique that considers the inter-relationships existing between
characteristic net working capital, cash flow and operating income.
Due to the identifiable inter-relationships between accounting
values, the sum of characteristic operating revenues corresponds
to the algebraic sum of ‘cash’ revenues and corresponding
adjustments by accounting and mathematical definition. In the
same way, total core business costs equal the sum of monetary
costs and related adjustments. This implies that it can determine
the sum of typical operating revenues expressed in monetary
terms either directly by considering the ‘monetary’ revenues and
costs or by algebraically adding the corresponding adjustments
to the typical operating revenues and costs. The sum of typical
revenues and expenses expressed in ‘monetary’ terms identifies
the characteristic monetary cash flow (or cash flow in the narrower
sense). The sum of the above typical operating revenues and
expenses gives rise to the determination of the characteristic cash
flow expressed in net working capital. The adjustment items, taken
together, represent the characteristic net working capital.

As shown above, it is, therefore, possible to state that the cash
flow represents the algebraic sum of the flow of characteristic
operations expressed in financial terms and the characteristic net
working capital.

J Econ Managem Res, 2022

Volume 3(3): 15-23



Citation: Maria Silvia Avi (2022) Sales Revenues Makers of Profit Monetary Cash Flow and Financial Resources. Journal of Economics & Management Research.

SRC/JESMR-185. DOI: doi.org/10.47363/JESMR/2022(3)159

Table 15: Inter-Relationship Between Positive and Negative Income Components and Monetary and Financial Cash Flows

Generalisation of this principle leads to the following mathematical formulation:

REVENUE |MANAGEMEN || ADJUSTMEN | CHARACTERISTI
3 T COSTS|TS C "MONETAREY"

"MONETA | CHARACT. REPRESENT | COSTS
(excluding 'mon- |[ING DELTA
monetary' year- | RECEIVAEL
end valuations | ES/PAYABLE
ELES/PAY such as, for{|5 RELATED
ABLES example, TO CORE

RELATED depreciation, COsTs +-
TO CORE severance pay,[|DELTA
REVENUE provisions  for | INVENTORI
risks and | ES
charges, etc.).

beta B

X A Y
\ % = monetary characteristic cash flow

X - Y = CASH FLOW FROM OPERATIONS EXPRESSED IN TERMS OF
CHARACTERISTIC NET WORKING CAPITAL OR FINANCIAL CASH FLOW
(OR CASH FLOW IN THE BEROADER SENSE)

|

(X —alpha) - (Y —beta) =A-B

|

AS THE SUM OF THE ADJUSTMENTS REPRESENTS THE CHARACTERISTIC
NET WORKING CAPITAL:
alpha - beta = NWC CARACTERISTIC WITHOUT CASH

Shifts from GOP to Financial or Monetary Cash Flow

At this point, it is necessary to ask what connection there is between financial cash flow expressed in net working capital and operating
income from characteristic operations (GOP). The financial flow as a dynamic element impacting the characteristic net working
capital (cash flow in the broad or financial sense) is represented by the costs and revenues connected with the characteristic business
operations from which, however, all typical negative income components that do not influence cash, trade receivables/payables and
inventories are excluded. Therefore, costs arising from year-end valuations are not considered in the context of financial cash flow,
which, on the contrary, must be deducted from GOP.

To summarise, if one wishes to understand the steps leading to the calculation of cash flow from GOP, one can summarise the
principle in these terms:
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Table 16: Transition from Typical Costs and Revenues to Cash Flows

CHARACTERISTIC REVENUES/COSTS

ELIMINATION OF "NON-FINANCIAL NOR
MONETARY' COSTS (COSTS ARISING FROM YEAR-END VALUATIONS)

DETERMINATION OF 'FINANCIAL' C(iSTS AND REVENUES”

IMPLEMENTATION OF ADJUSTMENTS TO ASSET VALUES ASSOCIATED
WITH TRADE PAYABLES/RECEIVABLES AND INVENTORIES (LLE. BOTH TO
VALUES CONSTITUTING CHARACTERISTIC NET WORKING CAPITAL) AND
ELIMINATION OF DERECOGNISED RECEIVABLES

!

DETERMINATION OF "MONETARY'" COSTS/REVENUES (LLE. BOTH COSTS
AND REVENUES WITH AN IMPACT ON CASH) CONSTITUTING MONETARY
CASH FLOW (OR CASH FLOW IN THE STRICT SENSE))

As a result of the interconnections that can be identified between GOP, financial cash flow and monetary cash flow made explicit in
the above diagram, it is possible to generalise the principle in these terms:

Table 17: Transition from GOP to Characteristic Monetary Cash Flow

GOP

+- A NWC CHARACTERISTIC WITHOUT CASH
+ NON-MONETARY COSTS (COSTS ARISING FROM YEAR-END VALUATIONS)

- WRITE-OFF OF TRADE RECEIVABLES

MONETARY CASH FLOW MONETARIO (O STRICT SENSU CASH FLOW)

The last logical step is necessary to understand the methodology that, indirectly, leads to the calculation of the cash flow starting from
a notion of income that which allows us to determine the cash flow of the characteristic management expressed in terms of liquidity
considering, as an initial data, the balance sheet profit.

Since the profit for the year is obtained by algebraically adding to the GOP all capital, financial, non-characteristic by definition and
tax costs and revenues, it is evident that, if the starting value were the income for the year, the monetary cash flow can be determined

by adding to this value, all non-characteristic costs and revenues and any non-monetary costs resulting from year-end valuations.

It is possible to summarise this principle with this simple accounting formula:
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Table 18: Transition from Net Profit to Characteristic Monetary Cash Flow

NET PROFIT

+
+ NON-MONETARY COSTS (COSTS ARISING FROM YEAR-END
VALUATIONS

+ FINANCIAL, CAPITAL, NON-RECURRING BY DEFINITION AND TAX
COSTS

- -FINANCIAL, CAPITAL, NON-RECURRING BY DEFINITION
REVENUES

- WRITE-OFF OF TRADE RECEIVABLES

+/- A CHARACTERISTIC NWC WITOUT CASH

MONETARY CHARACTERISTIC CASH FLOW

Ratios Analysing the ‘Return on Sales’ Expressed in Financial and Monetary Terms
In conclusion of this brief examination of the ways of determining cash flow, understood in the financial sense or expressed in monetary
terms, it can be stated that the control of the financial return on sales can be implemented through the use of the following two ratios:

Table 19: Financial Return Finanziario on Sales

FINANCIAL RETURN ON SALES

Financial Cash flow espresses in terms of
NwWC

Financial return on sales (in terms of NWC flows =

Characteritic Revenues

Table 20: Return Monetario Delle Vendite

MONETARY RETURN ON SALES

Monetary cash flow
monetary return

on sales =

Characteritic Revenues

By comparing the planned financial/monetary return with the index determined ex-post on final data, the degree of achievement of
the financial and monetary targets realised, by the company management, as a result of the implementation of the sales policies set
out in the company programmes, is evident.
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Table 21: Comparison of Planned and Actual Financial and Monetary Return on Sales

Plannet financial return on sale Return Actual financial return on sales

™. /

Ability of the company to achieve sales-related financial targets, expressed in terms of

flow of net characteristic working capital
ke ok ok o e e e o o s s ok sk o e s ol ok o s ke ke s ok o ke ko8 o sk ol sk sl s s ke ok o ok sk ok ok ok o ke kol

e 3 b 3k e s sbe ke b o b ok o s sbeoke sk ok st ok o s ek sk ok st sk e e b ok abe ok e sk el ok abe ok e ok ek ok afe ok e ok ook kool skodk ok ke ok

ol s e o s ol ke ook ot s o sl ke ook ko sl s ol ok st o sl s ok ok sk sk ook ok ok sk ok ook

Planned monetary return on saleso Actual moneta y

\ /Lm on sales

Ability of the company to realise sales-related monetary objectives, expressed in terms of monetary cash flow

Analysis of Monetary ‘Return on Sales’ in Ladybird and Four-Leaf Clover Ltd

Since the most valuable information is deduced from the development of monetary flows and considering the circumstance that
accounting standards no longer comment on NWC flows, the analysis of the “return on sales” expressed in terms of flows in the
enterprise Ladybird and four-leaf clover Ltd will be carried out only based on the development of monetary cash flows.

To make a complete judgement on the ability of sales to produce profitability and cash flows, we will complement the ROS analysis
carried out above with the determination and interpretation of the trend of the index, comparing characteristic cash flow and typical
revenues.

The first step in performing such an analysis is determining the typical cash flow. As also pointed out in IAS 7 Cash flow statement
and Italian National Accounting Standard No. 10 Cash Flow Statement, it can calculate cash flows by applying the direct or indirect
method. This paper will use the direct form as it is considered to be more transparent and more informative. To determine the
characteristic cash flow, we will, therefore, algebraically add together the receipts from typical revenues and the payments associated
with the costs of characteristic operations. It is evident that this calculation requires that the following be disregarded

(a) elements extraneous to typical business activity;
(b) non-monetary costs;
(c) non-monetary revenues.

It must determine the receipts of typical revenues and payments associated with the costs of typical operations by adjusting the
revenues and costs of interest with the balance sheet values that affected the amount received or paid. These balance sheet values
result from the difference between the amounts at the beginning and the end of the year under analysis. For this reason, in the table
of the non-reclassified balance sheet, the values at 12/31 of year N-1 have been shown, representing the figures at 1/1 of year N.

The two administrative periods that will be considered are the financial years N and N+1, i.e. the years about which the ROS analysis
was carried out.
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Table 22: Determinazione Del Cash Flow Monetario Caratteristico es. N e n+1 Impresa Ladybird and Four-Leaf Clover Itd

Receipts year N | Payments year N Cash flow Receipts year Payments year | Cash flow mon.
(incoming flows) | (outgoing flows) | mon. car.year | N+1 (incoming | N+1 (outgoing car.year N+1
N flows)) flows)

.RECEIPTS FROM 18.513.480* 23.531.128*
TYPICAL REVENUES

SALARIES 1.499.860 1.684.640
COMMISSIONS 1.166.500 2.240.400
SALARIES TEC. 2.043.466 2.548.640
PURCHASES OF 6.066.900%* 9.999.240**
..RAW MAT...E

SALES EXPENSES 333.820 585.030
POSTAGE EXPENSES 135.660 192.080
TEL.

ADVERTISING 335.100 985.880
TRAINING. AND 2.840 9.540
ADD.

CONSULTANCY 240.610 284.860
TECH.

EMOLUM. ADMIN. 14.170 75.760
MARKET RESEARCH 32.500 36.516
LEGAL & CONS. 111.880 178.160
EXPENSES

REPRESENTATION 79.660 74.960
EXPENSES

ENERGY 178.812 193.480
MAINTENANCE 5.010 7.820
LEASING TECN. 321.230 350.860
IND. DIVERSIES 366.980 760.600
DATA PROCESSING 45.180 34.880
CENTRE DATA

PROCESSING

GEN. COSTS 518.480 565.840
monetary 5.014.822 2.721.942
characteristic CASH

FLOW.

.Legend

* the flow of collections derives from the sum of sales revenues, A customers, A advances from customers and the write-off of
receivables through the allowance for doubtful accounts

** the flow of payment of raw materials derives from the sum of raw material purchases, A trade suppliers and A advances to trade

suppliers.

The determination of the characteristic cash flow allows the determination of indices for the years N and N+1 derived from the contrast
between cash flow and typical revenues. This index shows the ability of the company’s revenues to generate cash flow.

Table 23: Index of Sales’ Ability to Generate Monetary Characteristic Cash Flow

Ratio Formula Year N Year N+1 Summary
judgement on
the
performance of
the ratio

Index of sales’

ability to | Monetary 5.014.822 2.721.942

generate Characteristic =32,65% =12,12%

monetary Cash flow

characteristic |~ | 15.359.280 22 .443.460 Very

cash flow Characteristic negative trend

Revinese
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Only the calculation of the index mentioned above can investigate
the ability of sales to create cash inflows, which are the lifeblood
of business operations. An analysis of the trend of the ratio that
highlights the capacity of sales to produce cash flow shows how,
from year N to year N+1, there was a considerable deterioration
of this capacity (from 32.65% to 12.12%). Suppose the analysis
of ROS indicates a notable improvement at the income level. In
that case, further investigation through the index comparing the
characteristic cash flow with sales shows a significant worsening
in the company’s ability to realise cash flows through characteristic
sales revenues. This is highly negative, as the dynamic financial
situation of the company is affected significantly negatively by
such a cash flow trend.

Conclusions

This case study demonstrates how the analysis of sales ‘income
return’ through ROS is indispensable but insufficient. Suppose
such an analysis is not supplemented by determinations of
monetary and financial flows interconnected with sales through
the performance of the characteristic activity. In that case, the
risk is to express a judgement on the return on sales that is not
meaningful, misleading and, consequently, erroneous.

The analysis of the “return on sales” using the ROS and the
deepening percentages I a, I b, and II are, therefore, only the
first step in a study of the ability of company sales to support
company management.

But suppose this step is not followed by an in-depth financial-
monetary analysis showing the ability of revenues to realise
characteristic cash flow and, therefore, cash inflows. In that case,
the study can say ultimately. Moreover, an even more dangerous
circumstance, such an incomplete analysis lays the groundwork
for making judgements on the ‘return on sales as a whole, which
are erroneous, misleading and, consequently, extremely dangerous
for the company’s decision-making and management process
that is based on the data of the in-depth ‘return’ derived from
characteristic revenues [1-114].
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