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Abstract. In recent global world the importance of financial markets is growing as well as the amount
of capital distributed through these markets. To enable optimal efficiency of these markets the
best investment opportunities has to be chosen. An alternative how to compare and select suitable
companies to invest in is represented by a financial analysis of financial statements. The results of
financial ratios are mainly influenced by the presumptions according to those the financial statements
have been prepared. Therefore, in this article there is analysed if and eventually how significant the
input data, influence the results of financial ratios. Firstly, the description of financial ratios that
are used in following analysis is made. After that, there are analysed the requirements of Czech
legislation and IAS/IFRS and their influence on financial statements. Then, the influence of five
selected accounting transaction on balance sheets and income statements that are prepared once
according to the Czech legislation and for the second time according to the IAS/IFRS is analysed.
The final part tries to examine if and how strong the impact of different accounting system on the
results of the selected financial ratios is.
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1. Introduction

In today’s global world when the markets are more connected than ever before the infor-
mation about the financial position and performance of the companies is becoming more
important. If the capital providers want to choose into which company they should invest
their resources, they need to compare the contemporary financial position and performance
of selected companies and try to forecast their future development (Wahlen, Wieland 2011)
(Lev et al. 2010). In the case of the listed companies, it could be helpful to use rating as an
evaluative criterion of the successfulness of the selected companies (Uzik, Soltés 2009).

To enable the selection of the “right company” to invest in, the analysis and comparison
of the possible candidates have to be made. The candidate companies could be estimated
with the help of the financial analysis, especially through the comparison of selected financial
ratios of these companies. The analysis with the help of financial ratios is suitable especially
for external users of financial information because they don’t have any access to the internal
data of the company. So there has to be ensured that financial reporting grants “...a fair pres-
entation of an organization’s economic activities” (Ingram, Albright 2007: 22). It is necessary
to keep in mind that the input data of the ratios are almost hard to compare. Major part of
these input data comes namely from financial statements of the compared companies, which
can use different form of disclosure and presentation of financial information in financial
statements as well as they can prepare their financial statements according to different meth-
ods (De Franco et al. 2011). These differences exist basically even between the companies
that prepare their financial statements within the frame of the same accounting system and
they are larger when an international comparison is made because companies from various
countries prepare in principle their financial statements according to a different accounting
system (Alexander, Nobes 2004). Therefore, before the final selection of the best company is
made the differences between these accounting systems and their influence on informative
value of the selected financial ratios have to be carefully analysed.

This article would like to focus on the calculation of the financial ratios which are analyzed
in terms of their input data. Especially, there are examined the effects of different accounting
systems that influence these input data. In this regard, there is analysed if and eventually how
significant the input data, which comes mainly from financial statements, influence the results
of financial ratios. There will be compared financial ratios of a model Czech company, whereas
once its financial statements will be prepared according to the Czech accounting legislation and
for the second time according to the International Financial Reporting Standards (IFRS). IFRS
is a new term for standards that have been published by International Accounting Standards
Board (IASB) since the year 2002. Before that year the standards were entitled as International
accounting standards (IAS). Since nowadays, besides IFRS, there are still some former valid
IAS, in this text there is further used an abbreviation IAS/IFRS for these standards. At the
beginning, there is made the description of four selected financial ratios that will be used for
the following analysis. Then there will be highlighted the main differences between Czech
accounting legislation and IAS/IFRS and then their influence will be judged on the balance
sheet and income statement. After that a comparative analysis of recording of five selected
accounting transactions according to the requirements of the selected accounting system will



Technological and Economic Development of Economy, 2012, 18(1): 149-163 151

follow. The key differences in these requirements will be comprehensive demonstrated in the
form of the balance sheet and income statement. The final part provides a synthesis of the
results of four selected financial ratios, which are calculated on the basis of a different input
data and there will be given some comments to the results of these ratios.

2. Financial ratios

This article is focused on financial ratios because these ratios “..provide a quick and relatively
simple means of assessing the financial health of a business” (McLeaney, Atrill 2005: 206).
These ratios are mostly used as a starting point for more detailed financial analysis because
they can refer to the areas of good and bad performance as well as areas of significant changes,
which should be analysed more carefully. Financial ratios could be also called accounting
ratios (Nobes, Parker 2006: 654) because they describe the relationship between the certain
items of financial statements. These ratios are very popular in practice namely for simplic-
ity of their calculation and easy availability of input data. For the external users of financial
statements financial ratios provide mostly the only way how to analyse the financial posi-
tion and performance of the chosen company. They enable to compare the financial health
and performance of companies in time series as well as between the chosen companies. To
secure a high level of informative value of financial ratios that are calculated for different
companies a presumption of homogeneity of compared companies is tacitly required (Ko-
vanicova, Kovanic 1995).

For the following analysis there have been selected financial ratios of four main categories
that are profitability, activity, liquidity and debt ratios. As there are more ratios in each
group, in this article there will be calculated only one ratio of each group, which should be
mostly able to demonstrate the influence of a different accounting system on the value of this
ratio as well as should respect some simplification presumptions. Now a short description of
four selected ratios that represents the above mentioned groups of financial ratios follows.

Earning before interest and taxes (EBIT)

Return on capital employed = - (Pettik 2009: 228). (1)
Capital employed

This ratio represents a fundamental measure of business performance. It expresses the
relationship between the profit generated from operating activities and the capital invested
into the company. The elimination of both interest and taxes from the profit figure should
ensure better comparability or this ratio between different companies because the result of
this ratio is not influenced by capital structure of the company as well as by taxation in vari-
ous countries. Capital employed could include various groups of equity and liabilities, which
depends on the purpose for that the performance should be analysed. In this text there is
used the broadest form of this ratio, so from EBIT there are excluded all interest expenses
and capital employed incorporates total equity and liabilities. The higher the result of this
ratio is calculated, the better the performance of the company is achieved.

Sal
Asset turnover ratio = — 2 (Vance 2002: 23). (2)

Total assets
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This ratio examines how effectively the assets of the company are being used to generate
sales revenues. A higher asset turnover is preferred to a lower one, which means that the as-
sets are being used more productively. This ratio is indirectly connected with performance
of the company because it could be suggested that the rise of this ratio should imply higher

performance because of increase of sales revenues.
Current assets — Inventory

Acid test ratio = — (Elliott, B., Elliott, J. 2007: 660). (3)
Current liabilities

Acid test ratio is derived form a current ratio and represents a stricter view on company’s
liquidity because current assets that cannot be converted into cash quickly as for example
inventories or doubtful debts are not contained in this ratio. In this case there are excluded
only inventories from current assets. The higher the ratio, the better the ability to repay im-
mediate commitments that the company has.

Total liabilities

Debt ratio = - ——— (Stvova et al. 2000: 104). (4)
Total equity and liabilities

This ratio represents the first and broadest test of indebtedness of the company so that
it expresses the relation between the total debt, both current and log-term, and total equity
and liabilities of the company. Higher ratio indicates that the company has a higher level of
liabilities, which could advance the potential risks for lenders as well as for owners of the
company. On the other hand there exists an effect of financial leverage that by higher propor-
tion of liabilities the return on owners” equity will increase.

3. Key differences between Czech accounting system and IAS/IFRS

The differences between Czech accounting system and IAS/IFRS could be seen in many areas as
for example in different requirements of disclosure and presentation of financial information,
in various methods of recognition and measurement of similar items of financial statements.
This inconsistency of these two accounting systems flows mainly from their legal status.
There exists a strong difference between a continental European philosophy that is based on
the Roman law and Anglo-Saxon approach, which applies the common law (D’Arcy 2001).

Czech accounting system represents a national accounting system, which is based on rules
that are set direct by Czech state offices or indirect as an implementation of EU directives.
General rules are set by the Accounting act No. 563/1991, which specified general require-
ments for financial accounting and so established a new view on accounting legislation that
had been for previous forty years centrally directed by the communist government (Placha,
Hrdy 2007). More detailed requirements are further stated by ministerial regulations and
Czech accounting standards that are related to specific groups of accounting entities. There-
fore, in this text these documents will be taken into account in the form that is addressed
to business units (Vyhlaska ¢. 500/2002). Besides these accounting rules Czech accounting
legislation is strongly influenced by tax law because gross profit determined according to the
accounting rules is subsequently used as a basis for calculation of the income tax. Further
weakness flows from the absence of a common conceptual framework so that in Czech ac-
counting legislation there is not any comprehensive view on basic accounting concepts for
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preparation of financial statements as well as there are missing any definitions of qualitative
characteristics of financial information or description of basic elements of financial state-
ments or requirements for their recognition. If there are any definitions or requirements in
Czech accounting legislation, they are mostly in the form of list of explicit items without
any economical justifying of their content, so they are not able to provide a relevant guide
that should help to prepare financial statements, which can satisfy information needs of the
users of financial statements.

On the other hand IAS/IFRS represents a single set of understandable and enforceable
global accounting standards that are published by an independent standard setting body
(IASB) or by its predecessor International Accounting Standards Committee (IASC) and
that were created by using the common law approach. Therefore these standards are not is-
sued in the form of a law but they represent an accounting system that is based on principles
(Agoglia et al. 2011). These standards are created especially for listed companies because
the use of a single set of understandable and enforceable accounting standards represents
an important presumption for effective functioning of financial markets. Some authors, as
for example Mlddek, talk in the case of IAS/IFRS and US GAAP about financial reporting
systems because there systems prescribe what and in which form should be presented in
financial statements. On the other hand accounting systems regulate the own accounting
procedures (Mladek 2005). IAS/IFRS consists of a common conceptual framework, own
international standards and interpretations to these standards. The conceptual framework
creates a general ideological foundation for the own standards that should regulate specific
areas of financial reporting. The aim of interpretations is to clarify the right application of
suitable standards in specific situations or give clear solutions of existing transactions in
financial reporting. This system is designed to “..provide information about the financial
position, performance and changes in financial position of an entity that is useful to a wide
range of users in making economic decisions” (Framework for the Preparation and Presenta-
tion of Financial Statements 1989: 12).

The main differences between these two systems could be demonstrated on the example
of financial statements that are prepared according to each system. As there will be further
analysed only the influence of a different accounting system on balance sheet and subse-
quently on income statement, there will be mentioned only some key differences in the case
of these two statements.

The form of financial statements depends on the different legislative status of each system
itself. The Czech legislation prescribes one compulsory vertical pattern of balance sheet and
two vertical patterns of income statement whereas expenses could be categorised by nature
or by function. Nowadays the first option is used in most cases because it represents more
traditional as well as easier one. These patterns of financial statements were implemented ac-
cording to the optional patterns that are contained in European 4™ Directive on Accounting.
On the other hand, IAS/IFRS does not determine what pattern of balance sheet or income
statement has to be used, so the companies could prepare their statements according to their
needs. However, this does not mean that they present the financial statements whatever they
want. The companies have to respect the minimum requirements which are determined in
the IAS 1, so they don’t have to keep a strict order of item presented in financial statements.
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After the amendment of IAS 1 in 2007, which shall be applied for annual periods begin-
ning either on or after 1 January 2009, the term balance sheet was replaced by statement
of financial position and income statement was renamed and restructured to statement of
comprehensive income that contains besides the original income statement other additional
items, which represents gains and losses that influence equity. Within this text there will be
used the former names of both statements because they can be also used in this sense for
financial statements that are prepared according to the Czech legislation.

Other differences flow from the absence of definitions of basic elements of financial state-
ments and recognition requirements in the Czech legislation against IAS/IFRS. In financial
statements according to the Czech legislation could be presented such items that correspond
to a list of explicit items that are named and insufficiently “described” in ministerial regula-
tion. To disclose an item according to the IAS/IFRS, the item has to meet the definition of
a basic element of financial statements and satisfies the criteria for recognition as well. This
causes differences by recognition and measurement of some items according to the Czech
legislation and IAS/IFRS because some items that are named in Czech ministerial regula-
tion don’t meet the requirements that are requested by IAS/IFRS. It is for example the case
of some assets, liabilities, expenses and revenues that will be either different recognised or
at least other measured.

4. Depiction of the selected accounting transactions according
to the Czech accounting legislation and IAS/IFRS

This part deals with the analysis of the influence of a different accounting system on recording
of five accounting transactions. Once the requirements of the Czech legislation will be applied
and for the second time there will be analysed the impact of using the IAS/IFRS requests.
At the end of this part, there will be presented a comprehensive balance sheet and income
statement as the summary of the previous five transactions and through the comparison of
both financial statements, the overall influence of both accounting systems will be analysed.

To enable an analysis that is more precise, some assumptions have been admitted. When
analysing the influence of Czech legislation there will be respected the requirements of ac-
counting legislation, not taxation requirements as for example in the case of depreciation and
amortisation, initial or subsequent measurement of items etc. For further simplification of this
analysis the question of deferred income tax is omitted. The items in the income statement
are analysed by nature not by function, although some authors as for example Mladek does
not recommend such a classification of income statement (Mladek 2009). But in this text this
classification is used as another simplification and so it should enable higher comparability of
income statements because this analysis is mostly used in the Czech Republic (this could be
consider as inertia of accounting praxis because this type of analysis was the only possibility
in Czech Republic before the year 2003) and IAS/IFRS enable such type of analysis as well.
Depreciation and amortization of non-current assets is calculated on the monthly basis with
the help of the straight-line method whereas the calculation begins in the month when the item
can be firstly used. According to the Czech legislation the company has determined the limit
for recognition of non-current assets in the amount of 50,000 Czech crowns (CZK).
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By calculation of implicit interest it is anticipated a quarterly period and for the following
transactions there were selected these implicit interest rates. If the trade receivable or payable
is collectable in one year the implicit interest rate amounts to 6% per annum (p. a.) and in the
case of two years collection period the implicit interest rate makes 6.5% p. a. These figures
were selected on the basis of the results of the own survey that was made in September 2010
when the banks in the Czech Republic were questioned. The purpose of this survey was to
find out the amounts of usual interest rates that are required nowadays in the case of bank
credits that are payable within 12 or 24 months. The results of this survey are presented in
the following Table 1.

Table 1. Amount of interest rates of bank credits in the Czech Republic

Amount of interest rate in % p. a.

Bank
one year credit two years credit
Unicredit min. 6.5 min. 4.14
Volksbank 4.25-7.25 4.25-7.25
CSOB 2.20-6.27 3.59-7.79
Ceska spotitelna about 5.6 about 5.8

Source: Own survey

In this article, the transactions will be demonstrated on the case of a stock company that
was established in the Czech Republic without public subscription of shares. The establishment
of this company started during the year 2009 and the date of recording into the Companies
Register was on 1 January 2010. To this date there had been signed legal capital in the amount
of 5,000,000 Czech crowns (CZK) that was deposited on its bank account. The company is
engaged in production and sale of goods.

4.1. Formation expenses

According to the Czech legislation formation expenses mean all costs spent on foundation of
a company until its legal establishment. These costs encompass especially court and admin-
istrative charges, expenses on business trips, broker’s commissions, consulting services and
rental expenses. All these costs are recognised as intangible asset if the sum of them exceeds
the limit that was defined by the company. Otherwise, formation expenses are recognised
as expenses for the period. Formation expenses could be amortised over up to five years.

IAS/IERS allows recognising an item as an asset if it satisfies the definition of an asset that
is embodied in the conceptual framework. So this item has to be controlled by the company,
it is a result of past events and its economic benefits will flow to the company. Furthermore,
the economic benefits associated with this item have to be probable and the cost or value
of the item has to be measured with reliability. IAS 38 requires another critical attribute for
recognition of an intangible asset that is called identifiability. It means that the intangible as-
set has to be separable, so it is capable to be sold, transferred, licensed, rented, or exchanged
separable and further this intangible asset arises from contractual or other legal rights. So,
according to these definitions formation expenses could not be recognised as an intangible
asset but they have to be recognised as expenses of the period.
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Illustrative accounting transaction No. 1

The formation expenses, which have been spent until the date of recording the company
into the Companies Register, amount to 120,000 CZK. According to the Czech legisla-
tion the formation expenses could have been recognised as an intangible asset because the
limit for recognition has been exceeded. The statutory body of the company has decided to
amortize this asset over up to five years. The amount of the amortization for the year 2010
makes 24,000 CZK. IAS/IFRS require recognising the formation expenses in amount of
120,000 CZK as expenses of the period. Recognition of formation expenses according to
the Czech legislation causes overvaluation of total assets and undervaluation of operating
expenses that amounts to 96,000 CZK.

4.2. Depreciation of the purchased machine

According to the Czech accounting legislation machines and equipment could be recognised
as tangible assets if their useful life is longer than one year and their acquisition costs exceed
the limit that was determined by the company. Otherwise, they are recognised as inventories.
Acquisition costs by purchasing an asset consist of the purchase price of the item and other
direct assigned costs as delivery, installation, insurance etc. Assets generally could be depreci-
ated only by their owner and from the year 2009 the companies could use by calculation of
depreciation salvage value and method of component depreciation. Because the salvage value
and component method are new in the Czech legislation and currently not used by many
companies in this text there is used the traditional straight-line depreciation of the whole
machine as one object. In this situation Czech legislation further allows to create a provision
for reparation of assets if it is expected to repair this asset during its useful life.

IAS/IFRS requires for recognition of the machine as an asset to satisfy the definitions
embodied in the conceptual framework as they were described in the previous part of this
text and further requirements are set by IAS 16 as for example rules for initial and subsequent
measurement. By initial measurement of purchased machines and equipment discounted
value has to be used when the payment is deferred. In this case, it has to be used amortised
cost method that uses implicit interest rate for discounting the payment to the date of pur-
chase. Cost of purchased asset includes all costs necessary to bring the asset to working
condition for its intended use and eventually an initial estimate of the costs of dismantling
and removing the item or restoring the location of the item when the useful life of the item
has ended. When the asset consists of components that could be recognised separately each
component has to be depreciated separately according to its useful life and so provision for
reparation is not allowed.

Illustrative accounting transaction No. 2

On 1 January 2010 the company purchased from its supplier a machine for 3,600,000 CZK
that consists of a major part for 2,400,000 CZK and a component for 1,200,000 CZK. These
trade payables will have to be paid off on 31 December 2011. Useful life of the major part
is 6 years and of the component 2 years. According to the Czech legislation the machine is
measured in the nominal value and it is depreciated for 6 years, so the depreciation for the
year 2010 amounts to 600,000 CZK. Further, there is created a provision for replacement of
the component in two years that makes 600,000 CZK each year. According to the IAS/IFRS
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there is used the amortised cost method, so the discounted value of the major part makes
2,115,982 CZK and the component amounts to 1,057,991 CZK. Total depreciation of both
components makes 881,660 CZK and further no provision is allowed. The usage of the
traditional depreciation method of the machine as one object in the Czech Republic causes
overvaluation of total assets by 707,687 CZK and rise of operating expenses by 318,340 CZK.
On the other hand according to the IAS/IFRS there exists interest expenses for the year 2010
that amounts to 206,309 CZK and liabilities are overall undervalued by 819,718 CZK.

4.3. Revenues of goods sold on credit

According to the Czech legislation when goods are sold in the whole amount, that is received
in cash or is represented in form of trade receivables, it is recognised as revenue at the date
when the transaction has occurred. In the case when revenue and the related payment are
recognised in different periods the accrual principle has to be used.

IAS/TERS requires respecting of accrual basis assumption that is embodied in the con-
ceptual framework as well as special requests set by IAS 18. Revenue from the sale of goods
shall be recognised recognise only if five special conditions have been satisfied. In the case
when the payment is deferred, revenue has to be measured in the discounted value of this
amount and further the incurred interest revenue has to be disclosed separately.

Illustrative accounting transaction No. 3

On 1July 2010 the company sold goods for 2,120,000 CZK that is payable on 30 June 2011.
According to the Czech legislation revenue is recognised immediately to the date of this
transaction, so the total assets, short-term receivables as well as revenues are overvalued by
60,874 CZK. According to the IAS/IFRS the part of total revenues, exactly the amount of
59,126 CZK, represents interest revenue for the year 2010.

4.4. Cost of the purchased material used in production phase

Purchased material that is recognised according to the Czech legislation is measured in the
amount of the corresponding payment and this amount could eventually include other costs
related with the purchase as for example delivery, insurance etc. The consumption of this
material could be measured in various methods that are individual purchase prices, FIFO
(first-in, first-out) or average costs.

IAS/IERS requires by initial measurement of inventories to use amortised cost method
in the case if deferred payments have occurred. According to IAS 2 the purchased material
is measured in the present value of deferred payment and to this amount could be further
added cost of conversion and other costs related to bringing the inventories to their present
location and condition. Such total measurement base is used for pricing of material used in
production as individual cost, FIFO or weighted average cost formula.

Illustrative accounting transaction No. 4

On 1-October 2010 the company purchased raw material for 1,060,000 CZK that is payable on
30 September 2011. On 20 December this year 75% of this raw material was used in produc-
tion phase and this consumption was measured in individual purchase price. Inventory and
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as well as total assets are according to the Czech legislation overvalued by 15,000 CZK and
operating income is undervalued by 45,000 CZK. The IAS/IFRS requirements causes that
short-term trade payables are undervalued by 45,326 CZK that represents deferred interest
expense and additionally there is disclosed an interest expense that amounts 14,674 CZK
for the year 2010.

4.5. Revaluation of the building

At the end of the period, it has to be examined if the value of the asset has change or not. Czech
accounting legislation applies in this case only historical cost model that decrease the value
of property, plant and equipment set by initial measurement by cumulated depreciation and
cumulated allowances to these items. So there is not allowed to increase the value of the asset
even if its market price has increased, although the use of this model in the Czech Republic
in some special and very rare cases is permitted (Sedlacek, Valouch 2009).

IAS/TFRS permits by subsequent measurement two accounting models that are historical
cost model, which is nearly the same as it was described in previous paragraph and revaluation
model. If an asset could be measured reliably, it shall be carried at its revalued amount, which
is the fair value of the asset less any subsequent accumulated depreciation and subsequent
accumulated impairment losses. Revaluation has to be made with sufficient regularity and if
it is used the entire class of property, plant and equipment has to be revalued. Strouhal and
Zidlicka suggest implementing the revaluation model in practice in two different ways that
consists in the equiproportional increase of initial measurement and accumulated deprecia-
tion or in elimination of accumulated depreciation (Strouhal, Zidlick4 2008: 90). Both ways
of recording such transaction influence equity of the company, because there arise a new
item in equity that represents revaluation surplus of the given property, plant and equipment.

Illustrative accounting transaction No. 5

On 1-October 2010 the company acquired building for 5,000,000 CZK that was paid in cash
from its bank account. The statutory body of the company decided to depreciate this building
for 20 years, so the depreciation for the year 2010 amounts to 62,500 CZK. At the end of the
year, there was found out that the value of the building raised to 7,000,000 CZK because it
was decided to build a new road in the neighbourhood. Because the Czech legislation doesn’t
allow the revaluation model assets are undervalued by 2,062,500 CZK. By respecting the
IAS/IFRS requirements there is used the method that eliminates accumulated depreciation
and so in the balance sheet there is recognised an additional item in equity that represents
building revaluation surplus in the amount of 2,000,000 CZK.

4.6. Total influence on balance sheet and income statement

In this part, there will be made a comparison of balance sheets and income statements whereas
once they are prepared according to the Czech legislation and for the second time accord-
ing to the IAS/IFRS. In the Tables 2 and 3 there is demonstrated a comprehensive influence
of the previous five accounting transaction firstly on the balance sheet and secondly on the
income statement of the given company.
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The requirements of Czech legislation have caused, that total assets are undervalued by
1,182,939 CZK and that there exist a different structure of assets as well as of equity and
liabilities. It flows mostly from not using the amortised cost model by initial measurement
of loans and receivables and from different rules used by calculation of depreciation and
amortization of assets and as well as by recognition of non-current assets. The impact of these
requirements that have caused overvaluation of assets has been outbalanced by the influence
of the building revaluation surplus that has been recognised according to the IAS/IFRS.

Table 3. Total influence of all transactions on the income statement prepared accor-
ding to the Czech legislation and IAS/IFRS

Income statement according to the Income statement according to the
Czech legislation IAS/TFRS
Revenues - sale of goods 2,120,000 Revenues - sale of goods 2,000,000
— Raw materials -795,000 Revenues - interest revenue 59,126
— Accumulated amortization -24,000 - Raw materials -750,000

- Accumulated deprecitation -662,500 - Accumulated deprecitation -944,160

— Provisions -600,000 - Formation expenses -120,000
Operating profit (EBIT) 38,500  Operating profit (EBIT) 244,966

- Interest expense -220,983
Profit before tax 38,500 Profit before tax 23,983

Source: Own computation

Different accounting requirements have caused that operating profit according the IAS/IFRS
is overvalued by 206,466 CZK and so it is about 6.4 times higher than in the case when Czech
legislation is applied. The structure of the income statement is different as well for example
there are separately disclosed interest expenses. These differences have been caused by the
same reasons that were discussed in the previous paragraph.

5. Comparison of financial ratios

In this part, there will be calculated the selected financial ratios that have been described in
the part one. As the input data there are used the amounts from the balance sheets and the
income statements that are presented in the following part. Each of these four ratios is com-
puted twice because there is used input data worked out on the basis of different accounting
system. So the results of the four selected ratios, which are calculated once according to the
Czech legislation and for the second time according to the IAS/IFRS, are comprehensive
presented in the Table 4.

In the previous table, there could be seen that the profitability measured by the first ratio
is about eight times higher when IAS/IFRS is applied than in the case of use of the Czech
legislation. This is mostly due to the difference of the amount of EBIT because the operating
profit calculated according to the Czech legislation is about 6.4 times lower than according to
the IAS/IFRS. The highest influence on EBIT have operating expenses because their amount
recognised according to the Czech legislation is by about 15% higher than if TAS/IFRS is used.
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Table 4. Financial ratios calculated on the basis of a different accounting system

Financial ratio Czech legislation IAS/TFRS
Return on capital employed 0.0073 0.0557
Asset turnover ratio 0.1963 0.1669
Acid test ratio 2.3585 2.4039
Debt ratio 0.4871 0.3668

Source: Own computation

This is caused by recognition of provision for reparation of property plant and equipment and
by not separating interest expenses which are excluded from EBIT according to the IAS/IFRS.

The asset turnover ratio is not high in both cases because the amount of sales is low in
relation to the total assets. In the case of the Czech legislation the asset turnover ratio is a bit
higher than if IAS/IFRS is used which is caused by lower amount of total assets and higher
amount of revenues. In this case the impact of revaluation of the building according to the
TAS/IFRS has been higher than the influence of the recognition of formation expenses and
not excluding of interest expenses from the purchasing price of assets according to the Czech
legislation in the case of the deferred payment.

The third ratio shows a little better result in the case of IAS/IFRS that flows mainly from
the amount of short-term liabilities that is higher by about 4.5% according to the Czech leg-
islation. Beside this, there exists a similar relationship by short-term receivables as well as by
inventories that are according to the Czech legislation higher than if TAS/IFRS is applied. All
these differences are caused by not using the amortised cost method by initial measurement
of loans and receivables, if the payment is deferred.

According to the last ratio the indebtedness of the company is by 12 percentage points
higher when the Czech legislation is applied. This is caused by the higher amount of total
liabilities recognised according to the Czech legislation in interaction with the lower sum of
total equity and liabilities. This high amount of liabilities was mostly caused by not using the
amortised cost method by initial measurement of liabilities and as well as by recognition of
the provision for reparation of property plant and equipment. The higher amount of total
equity and liabilities was due to the additional item in equity that represents the building
revaluation surplus.

6. Conclusion

In this article there has been examined if and eventually how significantly the recording of
accounting transactions according to the Czech accounting legislation and to the IAS/IFRS is
able to change the results of four selected financial ratios that describes key features of financial
management of the company. The contribution of the authors consists in creating a currently
unpublished model confirming that there exist differences between the Czech accounting
legislation and IAS/IFRS. These differences influence the amounts of items that are disclosed
in financial statements especially in the balance sheet and income statement. Dissimilarities
in input data have caused different results of the four selected financial ratios. The highest
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difference has been detected by return on capital employed ratio and by debt ratio, while the
results of asset turnover ratio and acid test ratio have not shown significant differences. This
is caused mostly by selection of the described accounting transactions that have influenced
especially the amount of operating profit and the composition of equity and liabilities, while
the differences in initial measurement of assets have not been significant (Speth et al. 2010).
In the case of asset turnover and acid test ratio the own construction of the ratio diminish
the differences because separation of interest influence both parts of the fraction.

In this context it could be suggested that the results could be more different if there
would be analysed more accounting transactions not only one transaction of each type. In
the case of disclosure of interest expenses or revenues according to the IAS/IFRS the higher
differences could be found out if the payments would be deferred for a longer time. Fur-
ther, it is necessary to mention that there exists accounting transactions that influence the
individual items as well as the total amount of assets or equity and liabilities in an opposite
way. Such a situation is represented also in this text when the building revaluation surplus
recognised according to the IAS/IFRS has exceeded the impact of recognition of formation
expenses and higher initial measurement of assets that has been calculated according to the
Czech legislation. Further, it could be interesting to examine how the structure of financial
statements would change if some larger company which would have larger amounts of the
selected transactions were analysed. It means, if it changed only the absolute amounts of the
items in financial statements or if there were even found any significant changes in results
of the selected ratios.
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