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MODELS OF ANALYSIS OF THE COMPANY EXPENSES USING INDEXES
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Abstract: The quantitative models of analysis are an important mean of microeconomic analysis, as they offer the possibility to analyze the variations intervened in the size of the economical and financial results of the company activity from one period to another, or from the forecasted results to the effective results for some specific period of analysis. In the same time, these models allow the fundamenting of the measures needed to be taken in the following periods in order to obtain an improvement in the level of the economical and financial measures of the company and to attain the objectives established by the top managers. The inclusion of indexes in the economic analysis models has the advantage of increased simplicity and precision, as the indexes eliminate the deficiencies induced by the absolute numbers and are easy to grasp even by the non-economist managers. 
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1.INTRODUCTION 

The use of indexes in the analysis of the company expenses makes the analysis more intuitive, since people hear and read very often about the index of consumer prices, stock exchange indexes, etc. In the same time, the use of indexes can be applied both to the previsional analysis, saying how the managers should act in order to reach the strategic goals connected to the expenses as well as to the retrospective analysis, showing why there appeared variances between the forecasted or budgeted expenses and the effective ones. The use of indexes also solves the problem of the significance of the results, because an increase (or variance) of 10.000 lei is not the same if we start from 100.000 lei or from 10.000.000 lei. Integrating indexes in the models of analysis gives us new perspectives, because it combines the advantages of clarity and straight-forwardness of the indexes with the in depth of the quantitative models of analysis.

2. THE MODERN APPROACH OF COMPANY EXPENSES  

A correct analysis of the company expenses has to start from the proper definition of the expenses. Usually, the expenses are defined as the consummation of material, financial and human resources that is made with the purpose of attaining the objective of profit maximization. From this perspective, the maximization of the profit implies the constant effort of reducing the company expenses, without too much consideration as to the negative effects of such an endeavour upon the interests of employees, clients, vendors and even investors. In the last period of time, the objective of profit maximization has been replaced, due to some conceptual and practical deficiencies, with the objective of company value maximization.


The investments are capital expenses made with the purpose of obtaining future net cash flows higher than the forementioned initial outflows. Usually, the investments are not treated as current period expenses, as they are considered to be connected to several periods of time rather than just the current one. With the modern approach, even the current period expenses, have to be considered as short-term investments, which will influence the future company activity. As from the current period expenses, the attention has to be directed to those categories of expenses that contribute to a great extent to the company concurential success, such as expenses of personnel training and development, the expenses of research the market and consumming habits, the innovation and material flows’ redesigning expenses, the investments in company clients, etc. From this point of view, the attention of the company need no longer be oriented toward the reduction or minimization of the expenses, but instead toward reaching the strategic objectives established by the company management. 


3. THE ANALYSIS OF TOTAL COMPANY EXPENSES

To analyze the company expenses, we have to consider both their evolution in absolute terms as well as their efficiency evolution, which involves the study of the level of expenses at 1000 lei corresponding revenues. The modification of total company expenses, expressed by the mean of absolute and relative variances, cannot offer by themselves, any qualitative appreciation upon the evolution of the expenses, as it simply observes that the company expenses have increased or decreased during the analyzed period, as it follows:


∆Te = Te1 – Te0;

 ∆%Te = [image: image2.png]100 = Index of total exp.,o— 100
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Where: ∆Te – absolute modification of total expenses;



Te1 – total expenses of the current period;



Te0 – total expenses of the refference (base) period;



∆Te% - relative modification of total expenses



Index of total exp.1/0 = [image: image4.png]


.


To get a clearer picture of the company expenses’ evolution we have to correlate the evolution of the expenses with the evolution of the useful effects obtained making those expenses, using the measure called total expenses at 1000 lei total revenues. This measure, also called the efficiency rate of total expenses, is calculated by dividing the total revenues of the company by the total expenses, all multiplied by 1000:
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A favourable evolution of this measure implies that the absolute modification of the efficiency rate should be negative, respectively the index of the efficiency rate should be subunitary:
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Such an evolution implies the reduction of the level of total expenses at 1000 lei total revenues, respectively in the current year we need less expenses to generate the same 1000 lei total revenues:
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But even in this situation, the appreciation have to take into account the short time horizon of the analysis and the inherent limitations of the accounting measures of the economical and financial results of the company. For a better understanding of the foundations of the performance appraisal system that uses the financial accounting data it is important to present the correlations between the accounting and the financial measures of company performances.

4. ANALYSIS OF OPERATING EXPENSES 

The operating expenses hold the main weight into total expenses and therefore the analysis of the company expenses has to continue with an in-depth analysis of these. Operating expenses include all the expenses due to operating cycle, respectively the expenses made for producing and selling the goods and services. In the Romanian accounting system, the operating expenses can be grouped into 5 categories: the operating expenses due to production sold, operating expenses due to merchands resold, operating expenses due to deposited production, expenses due to immobilised production and other operating expenses (the un-amortized value of sold assets, expenses with fines and penalties, donations, etc.).


The efficiency of  the operating expenses can be appreciated in the best way by calculating the measure called operating expenses at 1000 lei operating revenues [image: image13.png](0e)10000r)
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The reduction of the operating expenses at 1000 lei operating revenues shows an increase of the efficiency of the operating activity, by improving the way of using the material, human and financial resources from each phase of the operating cycle.


With this correlation model, the modification of the level of operating expenses at 1000 lei operating revenues can be explained by the modification of the operating revenues, as a quantitative factor of influence and by the operating expenses, as a qualitative factor of influence, as follows:
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We notice that in order to obtain a reduction in the level of operating expenses at 1000 lei operating revenues it is necessary to have a supraunitary index of the operating revenues (current year revenues should excede base year revenues).
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We observe that a reduction in the level of operating expenses at 1000 lei operating revenues implies a subunitary index of the operating expenses. Nevertheless, a reduction in the level of operating expenses is acceptable only if it is the result of a program of cost reduction and if the company objectives are not jeopardized. On the other hand, an increase in the level of operating expenses is acceptable if the index of operating revenues is superior to the index of operating expenses [image: image28.png]Index of op.revy;, > Index of op.expy



. Usually, 1 stands for current year (n) and 0 for the preceding year (n minus one year), but if the program of cost reduction envisions several years, then 1 stands for the current year (n year) and 0 for the base year (n minus 2 or 3 years)


The sum of the two influences has to be equal to the overall modification of the operating expenses at 1000 lei operating revenues: [image: image30.png]X
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The analysis can be enhanced if we take into consideration the operating incomes and expenses main categories. The most important category of company expenses are the expenses that are connected with the company sales turnover.

 Analysis of  sales turnover associated expenses. In order to appreciate the efficiency of the sales turnover associated expenses we can use the measure called expenses at 1000 lei sales turnover, calculated as a ratio between the expenses entailed by the sold goods and products and the revenues obtained from the sold goods and revenues. If we know the products’ unit costs (c) and prices (p) we can express the expenses at 1000 lei sales turnover as follows:
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where:


qi – the quantity sold from the product i;


ci – the complete production cost of each i product


pi  - the selling price of product i, less VAT. 



If the company produces and sells more than two products, we have to take into consideration the effect and influence of the structure of production (s), respectively the variance of each specific product from the average level of expenses at 1000 lei sales turnover for the entire production, as it follows:
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We placed the structure of production in a parenthesis as it does not represent a factor that will multiply the quantity sold to get the final expression of the expenses at 1000 lei sales turnover, but nevertheless influences the overall level of this measure.


The factors that influence the evolution of the expenses at 1000 lei sales turnover are the structure of production, the selling price of products and the complete cost of each product. The modification of the quantities sold from each product (qi) does not influence in a direct way the level of the expenses at 1000 lei sales turnover as it acts with the same intensity both upon the numerator and the denominator of the ratio, resulting in an zero overall effect. Still, the evolution of the quantities sold influences indirectly the level of expenses at 1000 lei sales turnover, through the modification of the unit cost of each product, which goes reversly as compared to the modification of the sold quantities. This influence can be depicted with the following relation:
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Where:


Fe1 – the fixed overall expenses of the current period;


Fe0 – the fixed overall expenses of the base period;
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 – represents a modified level of the expenses at 1000 lei sales turnover of the base period, in which we take into consideration the current structure of the quantities sold;
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 - the fixed component of the total costs in the current period;
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 - the fixed component of the total costs in the base period.


The calculus of the influences of the three factors that determine the modification of the expenses at 1000 lei sales turnover is made by the mean of the chain substitution method, which is based on the ceteris paribus assumption. To exemplify the analysis methodology we shall use the data from table no.1. 
Table no. 1

	No.
	Measures 
	Base period
	 Current period

	1.
	Sales turnover at selling price, net of VAT
	2.313.970
	2.495.600

	2.
	Expenses associated with sales
	1.972.100
	2.148.440

	3.
	The production sold in current period, expressed in:

 - costs of the base period;

 - prices of the base period, net of VAT.
	-

-
	2.109.900

2.477.000

	4.
	Expenses at 1000 lei sales turnover (lei)
	852,26
	860,89

	5.
	Index of company costs  [image: image41.png]1 Gis €1y / Li=1Gi1 Cip





	-
	1,0182

	6.
	Index of company prices (Icp)
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	-
	1,0075

	7.
	Index of quantities weighted by cost (Iqc)
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	-
	1,0698

	8.
	Index of quantities weighted by price (Iqp)
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	-
	1,0704

	8.
	General index of price (Igp)
	
	1,03


The overall modification of the expenses at 1000 lei sales turnover can be calculated as follows:
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This represent a favourable evolution of the expesenses at 1000 lei sales turnover, respectively the company spends less money to generate the same 1000 lei sales. This modification is due to the influences of three factors:


1. The influence of the modification of the structure of sold production:
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= 852,26 [image: image58.png]


 = 852,26 [image: image60.png]


= 
= -0,477 lei.


The structure of the production sold had a favourable influence upon the evolution of expenses at 1000 lei sales turnover, respectively the weight of the products that in base period had a cost to price ratio [image: image62.png]


 lower than the average cost to price ratio for the entire company [image: image64.png]


 has increased.


2. The influence of the selling prices’ modification:
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=


= 851,8 x (-0,0074) = - 6,34 lei.


Icp, the index of company prices 1/0, is 2.495.600/2.477.000 = 1,0075


As the average price increased, reflected by the an supraunitary index of company prices (Icp), the efficiency of the expenses at 1000 lei sales turnover increased, respectively the company spent 6,34 lei less to generate the same 1000 lei sales turnover. The influence of prices can be separated into two components, respectively the general movement of prices and the part that can be attributed to the company’s own efforts to increase the prices and sales. 


2.1. The influence of general prices: 
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 = -24,80 lei.


Should the company had followed the general price movement, its cost efficiency would have improved by 24,80 lei.


2.2. The company efforts to increase prices: 
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This result shows that the company was not able to keep up with the general price movement, either because the competition got stiffer, or because the management of the company did not take the best measures to ensure an increase of the company prices and thereby an increase of the sales turnover. As we can see from the final expression of the 2.2. relation in order to get an increase of the cost efficiency it is necessary to have the company price index higher than the general price index [image: image82.png]Iep > Iy



, respectively the company prices have to increase at a higher rate than than the general prices. The general price index for the period was 1,03.

3. The influence of the complete unit costs:                                                                                         [image: image84.png]x 1000 — = et
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5,44 lei.


We notice that the index of company costs (Ic) is supraunitary, which causes an increase in the level of expenses at 1000 lei sales turnover, respectively a decrease in the cost efficiency by 15,44 lei.

4. CONCLUSIONS
The use of indexes within the quantitative models of expense analysis provides the managers with an useful instrument of management and analysis, allowing them to identify and manipulate the factors that influence the evolution of the expenses due to sales turnover.  In order to be able to use the model the company needs to organize and exercise a managerial (cost) accounting, that will provide the necessary data about the quantities, costs and prices of  each specific product or service that the company produces or delivers. The model can be applied both to forecasting the results and for the retrospective analysis, in which we analyze the results obtained in the past periods.
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