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Abstract. In this study we develop a financial performancgragate index (FPAI) for modelling the
relationship between fiscal policy and financiatfpemances. There are seven variables used to csertpe
index, that specifically reflect the influence @fdal, financial, and social policies on the entisais financial
performance. Mainly, it is expected that the FPéuld be applied for modelling the effective managatrof
typical fiscal policies for companies from diffetesectors, but also for evaluation of financialfpenances

of an enterprise under these fiscal and sociakiesli This paper represents the theoretical resfiltsur
research, while the empirical results will be pded in a future study. 13
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1 I ntroduction

It is widely known that taxation, fiscal and soqpallicies influence both the firms’ behaviour ahé t
macro economy in the framework of a market econ@@onefrey and Fitz Gerald, 2011).

According to published literature, the influencddiscal policies on company’s activity are noticed
especially at the level of corporate’s financialigodecisions. Thus, empirical studies publisihgd
now analyse the impact of taxation on firm’s poliayostly with regard to equity policy, debt-equity
decision, investment policy, ownership structurbgyoetc. (Auerbach, 2002; Graham, 2008).

There are also studies regarding the influencexadtion on firm location decisions and how can tax
policy foster the creation of new companies.

Barrios et al (2009) have analysed how host and parent couatgtion influence the location
decisions of multinational firms. They use in thedy a large international firm-level dataset ameirt
results show that parent firms tend to be locatecbuntries with a relatively low taxation of fayek
source income. At the same time parent-countryti@mxas instrumental in deciding the structure of
multinational companies.

Da Rinet al. (2010) analyse at the European level how the iaxatomponent of fiscal policy
influences entrepreneurial initiative. They involmethe study panel data from 17 European countries
and, using recent models of how corporate taxaditbects firm's incorporation decision, find that
taxation may affect not only the entry decision, &lso the characteristics of entering firms.
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Overall, studies regarding the relationship betwéscal policy and firms analyse especially big
companies, and there are very few published resoltsidering SMESs, as far as we know. The models
and methodologies used in these researches beajotvgptdifferent categories, namely econometric
models for panel and cross-section data, and Cahfgugeneral equilibrium models CGE (Alho,
K.E.O, 2008, for example in the case of CGE models)

On the other hand, evaluation factors of the figgdicy can have causal relationship with financial
performances such as profitability, growth, liqtydidebt, turnover, and valuation ratios (Westod an
Thomas, 1985).

Starting from the causal relationship mentionedvabdhis paper aims to study the extent to which
fiscal, financial and social policies influence dircial performance of firms belonging to specific
economic sectors. For this purpose we developanéial performance aggregate index (FPAI) for
modelling the relationship between fiscal policgdimancial performances.

Some literatures suggest that financial performacere be measured in terms of return on assets
(ROA), return on investment (ROI), and return ofesgROS) (Johnsoet al, 1993; Daily and
Johnson, 1997; Shang and Marklow, 2005), while rotlhedies measure it in terms of profitability,
liquidity, solvency, managerial performance anditedstructure (Courtis, 1978; Weston and Thomas,
1985, Van-Horne, 1989; Laitinen, 2002).

Nevertheless, the aggregate index FPAI we proposledes as variables some new rates able to
reflect the influence of fiscal, financial and sacpolicies on firm’s financial performance. The
novelty of this work is given by the seven variablsed to compose the index, that specificallyoefl
the influence of fiscal, financial, and social p@s on the enterprise’s financial performancethsd
the FPAI will allow to see on the one hand theuefice of fiscal policy from the viewpoints of its
both instruments: taxation and government spendind, on the other hand how sector-specific tax
expenses influence firms’ financial performancegwliiscal policy differently encourage economic
sectors. Mainly, it is expected that the FPAI cdoddapplied for modelling the effective management
of typical fiscal policies for companies from difémt sectors, but also for evaluation of financial
performances of an enterprise under these fischbacial policies.

The present paper represents only the theoretesllts of our research, and it is organized as
following. In Section 2, the proposed financial fpemance aggregate index FPAI is briefly
introduced, while the full description of each wadnle included, and the justification of their use i
given by Section 3. The Section 4 concludes thidysand summarizes the theoretical results of our
research, which will be verified empirically in cuture study.

2 Index Description

There are seven variables used to compose thg, itiae: specifically reflect the influence of
fiscal, financial, and social policies on the eptixe’s financial performance. Each variable reg@nés
a rate already known and used in literature or ameg by us so that to be able to illustrate agbett
as possible the relationship between fiscal - $paicies and firm’s financial performances, stagt
from the information offered by company’s financshtements.

If we consider the FPAI index and its componentslaments of a simple regression equation,
the equation form is given by the following formula

FPAI, =+ BTAT, +JOpR + d5I0S +/FES +6STES+ ASGS+0RPR +&, )

MODELS FOR ASSESSING THE INFLLUENCE OF ECONOMIC POLICIES ON SMEs



FuroEconomica
Issue 5(30)/2011 ISSN: 1582-8859

where:

a, B, v, 0,1, 8, ,—model coefficients; time;
FPAI — financial performance index;

TAT, — total asset turnover;

OpR — operational return before deducting expenses satial security & insurance, other
taxes (special funds) and financial expenses;

SIOS—- share of social security & insurance, corporathcome tax, other taxes (special
funds) and tax savings in net sales;

FES — share of financial expenses in net sales;

STES$— share of specific sector tax expenses in hes;sa
SGS$- share of subsidies and grants in net sales;

RPR —reinvested profit ratio

& — the error term; the variable that capture dleofactors which influence the dependent
variable, other than the regressors mentioned above

3 Description of component rates

The rates considered significant for emphasizeirifiaence of fiscal and social policies on firm’'s
financial performance are both consecrated and yn@ndposed rates. The following description

illustrates each of the seven rates, with theierprietation and justification for being use in “

analysis.

a) Total Asset Turnover (TAT) is meant to measure a company’s efficiency ingidis assets. The
total assets turnover is measured as ratio betweériurnover (net sales) and total assets of the
company:
netsaleqS)
totalassetgTA)

This rate means whenever assets are convertedalds during the year or simply how much money
results in a year from the use of a certain amotiassets. The higher a company’s asset turndwer, t
lower its profit margin tends to be, and vice vedsigo, the ratio measures the efficiency of emptby
capital and the higher it is, the better.

We introduced this ratio in our financial perforraaraggregate index in order to reflect the efficien
of assets used in the firm’s activity. This ratenviglely used in numerous internationally recognized
models and achieved on different sectors of agtaitd different companies category: Grammegios
al. (2008) used it to estimate the probability of déféor shipping high yield bond issues; Sohn and
Kim (2007) developed an accurate scoring model $MEs in order to effectively manage
governmental funds and predict the default of fth8&Es based on both financial and non-financial
factors; Tsaiet al. (2006) reconciles diverse efficiency measures haracterize the productivity
efficiency of 39 Forbes 2000 ranked leading glotedcom operators, being the first attempt to
compare the operating performance of global teleoperators in the Forbes 2000 rankings with the
Carnes, Cooper and Rhodes (CCR) ratings espetiratgyd with EBITDA margin, return on assets,
total assets turnover and net profit ratio.
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Zariyawati et al. (2010) investigate the effect of corporate taxerahanges on firms’ financial
performance of SMEs in Malaysia, using four finahcatios as current ratio, debt ratio, total asset
turnover and return on assets from the year 1982003 in observing the SMEs performance .Their
analysis indicated that tax changes do affect SM&dormance. This is due to the significant
performance improvement can be observed in SME&tabiity. This proves that total assets
turnover is a relevant indicator for measuring canips’ performance.

b) Operational Return (OpR) before deducting expenses with social security & insurance, other
taxes (special funds) and financial expenses is a new ratio we propose in order to express the
efficiency of operational activity (operating anddncial activity), independent of social, finan@ad
fiscal policy.

To this purpose, we took into account the operaéind financial results, and we cancelled the
deduction of social security and insurance experBeexpenses with other taxes as special furdls an
financial expenses, eliminating thus the influentéiscal and social policies met at firm’s levéhe
proposed formula is:

_ER+FR+SSI+OT+FE

OpR
P TA

where:
OR - operating results; FR — financial results; SSbcial security & insurance; OT - other taxes;
FE - financial expenses

We intend to describe through this rate the comggrperational returns under the hypothesis that
16 there are no fiscal obligations, nor banking debtse influences of fiscal obligations and banking
debts are reflected by further variables.

¢) The Share of Social Security & Insurance, Other Taxes, Corporation Income Tax and Tax
Savingsin Net Sales (SIOS) by developing this new ratio we want to exclusivahow the influence

of social and fiscal policies on companies’ perfante. We add tax savings indicator to reflect the
total income tax that would be paid if the compdogs not use banking loans. The formula is:

SSI+OT+CIT+TS
netsale:

SIOS=

where:
SSI - social security & insurance; OT- other tax€§] — corporate income tax;
TS-tax savings related to banking interest expenses

Generally, these expenses influence negatively eoiep’ financial performance, due to the fact that
expenses with social security & insurance, otheedaand corporate income tax including tax savings
related to banking interest expenses usually havienportant share in total expenses of a company.
We are taking into account tax savings in ordeengphasize that interest expenses are deductible to
the income tax calculation and, if the company uUsasking loans, these expenses reduces taxable
income and company income tax.

MODELS FOR ASSESSING THE INFLLUENCE OF ECONOMIC POLICIES ON SMEs



FuroEconomica
Issue 5(30)/2011 ISSN: 1582-8859

d) Share of Financial Expensesin Net Sales (FES) shows the influence of financing policy on firm
performance and the influence of company's findrstiacture on aggregate performance index. It is
measured as ratio between financial expenses angasty turnover:

_FE
netsale:

where:
FE - financial expenses.

As the indebtedness of the company or leverage isatiigher, the more financial expenses are higher
Modigliani and Miller (1958) highlight that retutom equity, as indicator that reflects the company’s
performance estimated for a company indebt, iseali function of leverage ratio, if return on asset
higher than average interest rate. This indicatas @ company indebted will get a return on equity
higher, to the same average cost of capital. Delotien for a company should not be absolutized as
growing of return on equity, and can be interprededa need perceived by shareholders of indebted
company to request a financial risk premium assalteof joint financing structure adopted by the
company. In many companies from Romania, for examible leverage ratio is high, banking loans
being the second more used source of financingdsgadRian companies, after self-financing.

€) The Share of Sector-Specific Tax Expenses in Net Sales (STES) is used in order to show the
influence of sector-specific tax expenses on firpesformance, and it is measured as ratio between
sector-specific tax expenses and turnover:

STES= sector_speific taxexpences

netsale:

We introduce this ratio because fiscal policy cdogdoriented to differently encourage the economic
sectors, depending on how much these sectors asdeoed strategic for national economy. Thus,
there could be tax expenses, specific to diffeirmhtistries, which may influence FPAI. Specific taxe
are indirect taxes where a fixed sum is paid pérsold. Examples of such taxes are excise duties o
tobacco, alcoholic drinks and petrol, for the comsa acting in this field of activity.

f) The Share of Subsidies and Grants in Net Sales (SGS) shows the influence of fiscal policy on
firms’ performance, considering the second instmimef fiscal policy, namely the government
spending. This is a ratio between subsidies, imetudrants and turnover:
subsedieandgrants

netsale:

SGS=

It is well known that fiscal policy influences batihe collection of revenues to the state budgehfro
the companies and the redistribution of public ines to economic sectors that require financial
support. Over the last years financial support @ssisies and grants were accorded to different
Romanian economic sectors (agriculture, tourismfesteries) by Sectoral Operational Programmes.
Many grants accorded by these programmes are edieatSMEs. We must mention that companies
do not receive grant as 100% of the investmenteyabut they have to co-participate with a value
between 10-50% of the investment. These subsididsgaants can contribute to the increment of
companies’ financial performances.

MODELS FOR ASSESSING THE INFLLUENCE OF ECONOMIC POLICIES ON SMEs



18

FuroEconomica
Issue 5(30)/2011 ISSN: 1582-8859

0) Reinvested Profit Ratio (RPR) illustrates the share of reinvested profit in toenpany’s net profit
and the profit remains available for reinvestment:

_ reinvestedrofit
netresult:

SGS

We developed this ratio because there were pedbtme in Romania, at the beginning of the2000s,
when tax-exempt was applied for reinvested prdifit. 2009, due to the negative economic
consequences induced by international financials;rihis facility had been applied again, untit' 81
December, 2010.

These laws grant exemptions from taxation progigwested in the production and/or purchase of
equipment (machinery, equipment and working instalhs). Also, tax-exempt of reinvested profit is

applied to assets considered new in the sensentirat not previously used, and those who benefit
from these facilities are required to maintain &saéleast a period equal to half of their norpeiod

of use, otherwise they will pay tax and penaltmsdelay. In the period when the minimum company
income tax was applicable, if the income tax of ¢thenpany receiving tax exemption for reinvested
profit is below the minimum income tax, then minimincome tax is paid.

This rate can be used, alongside other indicatoi@nalyse the companies’ financial policy.

4 Conclusions

Previous empirical studies published results tluaifiom the importance and the influence of fiscal
and social policies on financial performance amnfievel. Using different methodologies, literature
study mostly the behaviour of big companies unkerinfluence of taxation or social policies.

Beside consecrated rates used in corporate fingmeiformance analysis, our study propose several
new rates that form a financial performance agdeegadex (FPAI) for modelling the relationship
between fiscal and social policies and financiafgrenances of a firm.

The possible empirical results of such an anabsgeflected in Table 1.

Table 1 Expected results

Independent  Expected influences on dependent variable FPAI

variables

TAT It is expected to be statistically significant grakitive correlated
with FPI.

OpR We expect positive correlation with FPI, stat#ly significant.

SIOT Due to the important share of its components tial wompanies’
expenses, we expect a statistically significantatieg correlation
with FPI

FES It is expected a positive correlation with FPI
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Independent  Expected influences on dependent variable FPAI
variables
STES We expect that specific-sector tax expenses nedgtinfluences
financial performance.
SGS It is expected a positive influence on FPI
RPR The reinvested profit ratio is expected to poslyiverrelate with

FPI

The expected influences illustrated by the abowetavill be verified in our future study, were we
apply the index and the variables on real data fRmmanian private companies.
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