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Hodnoceni finan¢niho zdravi vybraného mezinarodniho

podniku

Anotace

Cilem diplomové prace je zhodnoceni finanéniho zdravi mezinarodniho podniku SKODA
AUTO a.s. béhem referen¢niho obdobi 2017-2021. Diplomova prace nejprve vysvétluje
teoretickd vychodiska mezinarodniho podnikani, scilem provedeni financni analyzy
v mezinarodnim kontextu. Nasledné je podrobné popsano financni vykaznictvi, jez
predstavuje primarni informacni zdroj pro provedeni financni analyzy. Diplomova prace
dale definuje financni analyzu, predstavujici zakladni néstroj pro zjisténi financ¢niho zdravi
podniku a posouzeni UspéSnosti podniku v porovnani s odvétvovymi prumeéry
¢i konkuren¢nimi podniky. V zavéru diplomové prace je provedena finan¢ni analyza
podniku SKODA AUTO as. prostiednictvim analyzy absolutnich, rozdilovych
a pomérovych ukazatelq, jejiz vysledky jsou nasledné komparovany s odvétvovymi pruméry
a s vysledky podniku SEAT/CUPRA, ktery patii spoleéné se SKODA AUTO a.s. mezi
objemové znacky koncernu Volkswagen. K posouzeni, zda je podnik ohrozen bankrotem,
jsou pouzity souhrnné ukazatele, mezi néz lze zafadit bonitni a bankrotni modely.
Dle vypoétenych vysledkt finanéni analyzy je zhodnoceno finanéni zdravi podniku SKODA

AUTO a.s. a jsou doporuceny piipadné navrhy na zlepseni.
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Evaluation of the Financial Health of the Selected International

Company

Annotation

The aim of the master thesis is to evaluate the financial health of the international company
SKODA AUTO a.s. during the reference period 2017-2021. The diploma thesis first explains
the theoretical basis of international business, intending to perform financial analysis in
an international context. Subsequently, financial reporting, the primary source
of information for conducting financial analysis, is described in detail. The master thesis
further defines financial analysis, representing the basic tool for determining the company’s
financial health and assessing the company’s success in comparison with industry averages
and competing companies. At the end of the master thesis, the financial analysis of SKODA
AUTO a.s. is carried out through the analysis of absolute, differential, and ratio indicators.
The results are then compared with industry averages and with the results of SEAT/CUPRA,
which together with SKODA AUTO a.s. belongs to the volume brands of the Volkswagen
Group. Cumulative indicators, including credibility and bankruptcy models, are used to
assess whether the company is at the risk of bankruptcy. According to the calculated results
of the financial analysis, the financial health of SKODA AUTO as. is evaluated,

and suggestions for improvement are recommended.
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Financial analysis, financial health, financial statements, international company
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Introduction

The main objective of the company is to ensure its financial health and effective
performance. Financial analysis, which evaluates the company from an economic standpoint
based on a detailed study and analysis of the financial statements, is a basic tool for
determining a company’s health as it provides comprehensive information about the
company’s financial situation, reveals weaknesses and threats that management should focus
on in order to avoid potential issues and identifies strengths and opportunities that should be
further successfully developed. Furthermore, the financial analysis predicts whether the
company is heading for bankruptcy or prosperity. The financial analysis’ results serve as a

basis for financial planning, strategy determination, and quality decisions.

The aim of the thesis is to assess the financial health of SKODA AUTO a.s., the Czech car
manufacturer and one of the Volkswagen Group volume brands, and to determine how
significantly the financial health of the company has been affected during the reference
period 2017-2021. The author of the master thesis chose the company SKODA AUTO a.s.
because it is a traditional Czech manufacturer with a long history and a strong position in
the Czech market. Moreover, the author has been working in this company for several years
as an intern. The methods used to achieve the aim of the master thesis are the analysis of
absolute indicators, differential indicators, ratio indicators, and cumulative indicators,
including bankruptcy and credibility models. SEAT/CUPRA, another Volkswagen Group
volume brand, is presented in the master thesis only as a comparator, and therefore, assessing

its financial health is not the master thesis’ aim.

The theoretical part firstly introduces international business that has historically been
associated with the trend of global growth. Furthermore, the international business
objectives, characteristics, international business environment, and developmental stages
from a completely domestic company to a transnational company in an international context
are expressed. Secondly, financial reporting, part of accounting dealing with the preparation
of financial statements and the main source for performing financial analysis, is detailly
explained. The International Financial Reporting Standards govern how specific transactions
and events should be reported in financial statements and thus create a necessary part of
chapter two. In accordance with IFRS, four financial statements are introduced, including a

statement of financial position, a statement of profit or loss and other comprehensive income,
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a statement of changes in equity, a statement of cash flows, together with their elements and
elements’ measurements. Chapter three deals with the financial analysis, which is considered
a basic tool for determining the financial health of the company, comprising the analysis of
absolute indicators, differential indicators, ratio indicators, and cumulative indicators. The

results of financial analysis are primarily intended for external and internal users.

In the methodological part, the financial analysis of SKODA AUTO as. is executed.
Tnitially, Volkswagen Group, the largest car manufacturer in Europe, and SKODA AUTO

a.s., an important Group volume brand, are introduced together with their financial

characteristics. Then, the Czech automobile industry is explored to be able to compare
SKODA AUTO a.s. financial ratios with the industry averages. The thesis then continues
with the performed analysis of absolute indicators, comprising horizontal and vertical
analysis of SKODA AUTO as. financial statements during the reference period 2017-2021.
These two analyses serve as a means for assessing the asset and financial situation of the
company. Further, analysis of differential indicators, ratio indicators, and cumulative
indicators are executed not only for SKODA AUTO as. but also for its comparator, VW
Group volume brand SEAT/CUPRA, to be able to determine whether the calculated values
are favourable or not. Within the differential indicators analysis, the net working capital of
both chosen companies is calculated. The analysis of ratio indicators focuses on assessing
financial health using activity, liquidity, profitability, and leverage ratios. Finally, the
companies’ financial stability and bankruptcy risk are detected using credibility and
bankruptcy models. Publicly reported financial statements of both companies are used to
obtain necessary information for executing financial analysis. The last chapter of the master
thesis evaluates the financial health of SKODA AUTO a.s. based on values obtained from
financial analysis. In the case some values do not reach recommended interval, industry
average, or comparators’ values, the suggestions for improvement to SKODA AUTO a.s.
are recommended in order to maintain a competitive advantage and avoid financial distress.
The author determines three hypotheses, which are examined in the methodological part of

the master thesis. These hypotheses assume that during the reference period 2017-2021:

1) SKODA AUTO a.s. financial indicators are better than the industry average.
2) SKODA AUTO a.s. and SEAT/CUPRA achieved similar financial results.
3) The Covid-19 incluenced the financial health of SKODA AUTO a.s. significantly.
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1 International business

The core of the master thesis is the company SKODA AUTO a.s. and its financial health.
Since the company SKODA AUTO as. is considered an international company and a part
of Volkswagen Group, it is crucial to define international business and explain its objectives,

characteristics, stages, and environment.

All commercial transactions, including sales, investments, and transportation, that take place
between two or more countries and develop linkages between suppliers and markets are
defined as international business. Such transactions are carried out for profit by private
companies. Due to differences in political, social, cultural, and economic factors from one
country to another, conducting and managing international business operations is a critical
venture (Singh and Rani 2019). The entities engaged in international business can be private,
governmental, or a combination of these two. When pursuing international business, an

organization must decide on suitable modes of operations which are:

Foreign trade

The movement of physical goods and commodities among countries in the form of imports
and exports is known as foreign trade. Exporting and importing are the most common

international business modes and create the core international activities in most countries.
Trade in services

Trade in services can be defined as service exports and imports and is based on the movement
of intangible goods. The international company is compensated for services it renders in
another country. Services constitute the fastest growing sector in international trade and take

many forms, such as insurance, transportation, banking, tourism, etc.
Portfolio investments

Noncontrolling financial investments made in foreign nations or another entity are defined
as portfolio investments. Portfolio investment consists of shares in or loans to a company (or
country) in the form of bonds, bills, or notes. They are crucial for those international firms

which routinely move funds from one country to another for short-term gain.
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Direct investments

Direct investments are distinguished by a much greater level of control over a foreign
company by the investor. The level of control can range from full control, when a company

owns a foreign subsidiary fully, to partial control, such as in joint ventures (Ajami 2014).

1.1 History of international business

The origin of international business is closely linked to the emergence of human civilization.
However, greater trade openness has historically been associated with the trend of global
growth. The concept of international trade as a broad term referring to the integration of
economies and societies first appeared in the 19" century. The first phase of globalization
was driven by the first industrial revolution in western countries such as the United
Kingdom, the United States, and Germany. More precisely, the first phase of globalization
began around 1870 and ended with the First World War. The main reason for the sharp
increase in trade during this period was the import of raw materials by colonial empires from
their colonies and the export of finished products to other countries. Consequently, various
governments have initiated processes to protect domestic production by imposing several
barriers to such trade. Moreover, the collapse of the gold standard has contributed to a
significant decline in international trade. Following this, the world nations have felt the need

for international cooperation in global trade (Singh and Rani 2019).

As a result, the International Monetary Fund and the International Bank for Reconstruction
and Development, also known as the World Bank, were established. The establishment was
considered to be the beginning of global cooperation. In 1947, in order to prevent
protectionist policies, the International Trade Organization and the General Agreement on
Tariffs and Trade (hereafter “GATT”) were established to reduce tariff barriers in
international trade. On January 1, 1995, the GATT was replaced by its successor World
Trade Organization (hereafter “WTQ”) which, as the only international organization, deals
with the rules of global trade among states. The Czech Republic has been a member of the
WTO since its establishment, and the number of its members is still increasing (Ministerstvo
zivotniho prostiedi Ceské republiky 2021). The 1990s and the new millennium indicate rapid
internationalization and globalization due to the increased number of international
companies. Two decades ago, the term international business was not as discussed as today.

Initially, the companies only exported their products to neighboring countries, but gradually
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they extended their exports to far-off countries and extended operations beyond country
borders. After 1980, international companies that had previously produced on the domestic
market and sold them in a variety of foreign countries began to locate their plants and

facilities abroad (Singh and Rani 2019).
1.2 International business objectives

Companies create value through international business by many specific ways, however, the
main reason why companies engage in international business is to meet three major
objectives, which guide all decisions about whether, when, and how to engage in
international business. These three main operative objectives are sales expansion, resource

acquisition, and risk reduction (Daniels et al. 2019).
Sales expansion

A company’s sales are fully dependent on customers’ demand, and obviously, the world as
a whole has much more potential customers than a single country. The main motive for
expanding into international markets is increased sales, and a lot of the world’s largest
companies derive more than 50 % of their sales outside their domestic countries. However,
international business can be beneficial for small and medium companies as well. Increased
international sales may allow a company to lower its per-unit costs by covering its fixed
costs over a larger number of consumers. Due to decreased unit costs, sales can be boosted
even more. Moreover, pursuing international sales raises potential profits (Daniels et al.

2019).
Resource acquisition

Producers and distributors search for products, services, resources, and other components
mainly from foreign countries as a result of inadequate domestic supplies. They are also
acquiring resources that cut costs to gain a competitive advantage. However, an international
business may give companies not only lower costs but also new or better products or
additional operating knowledge. By improving product quality or differentiating products
from competitors, companies may gain a competitive advantage to compete globally and
increase their market share and profits. Furthermore, companies operating internationally
create a diverse approach among their employees, which brings new perspectives (Daniels

et al. 2019).
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Risk reduction

Swings in sales and profits can decrease when selling in countries with different timing of
business cycles. Therefore, businesses obtain supplies of products both domestically and
internationally to mitigate the impact of price swings and shortages in a single country.
Companies frequently expand internationally to counteract competitive advantages in
foreign markets that might harm them elsewhere. Finally, international operations may lower
the operating risk of companies by smoothing sales and profits and preventing competitors

from gaining competitive advantages (Daniels et al. 2019).

1.3 Characteristics of international business

The global expansion allows businesses to increase profitability and rate of profit growth in
ways not possible for purely domestic enterprises. Firms that operate internationally are
characterized by their ability to expand the potential size of the market for their domestic
products and services by selling them in the global marketplace, realize location economies
by spreading value creation in those locations around the world where economies can be
performed most effectively and efficiently, realize greater economies of scale which refer to
the reduction in unit cost realized by producing a huge volume of a product and finally, earn
a greater return-on-investment by transferring valuable skills developed in international
operations to other parts of the company (Hill 2021). The other characteristics are based on
the internal and external factors that affect international businesses. Managing international
business operations from one country to another is a difficult task due to variations in
political, social, cultural, and economic factors. Characteristic features of international

business are as follows:

e Accurate information - International enterprises need accurate information to make
an appropriate decision to enter foreign countries.

e Timely information - International enterprises do not need only accurate but also
timely information in order to be able to compete internationally.

e Size of the business - The size of an international business could be large enough to
have an impact on the foreign economies.

e Nationalism and business policy - Nationalism could be defined as a major factor
affecting people’s social life in foreign countries. Additionally, nationalism also

influences the international business operations of companies dramatically.
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e Market segmentation - Most international enterprises distinguish their markets based
on geographic market segmentation.

e Wider scope - International business is much broader than purely domestic business
as it involves international marketing, international investments, management of
international HR, international production and logistics, etc.

e Host country’s monetary system - International business is influenced by countries
as they regulate the price level, flow of money, and foreign exchange through their
monetary systems.

e Cultural factors - Cultural factors vary in international business from one country to
another. These factors include dressing habits, eating habits, religion, etc., and should
be considered by companies while operating in foreign countries.

e Language - Even though English is a major language in business operations
worldwide, international enterprises should train their employees in the local
language of the host country because there still exist a lot of non-English speaking

countries (Singh and Rani 2019).
1.4 International business stages

As most national markets have opened to international competition, the international
dimensions of business are becoming increasingly important for all businesses, especially in
Europe. In the automotive industry, for example, car parts suppliers must be able and willing
to cooperate with the car manufacturers such as Volkswagen, SKODA, Fiat, or Toyota at
multiple sites around the world if they intend to sell to the brand. Additionally, with the
concept of the common market in the European Union, the definition of a home market is
progressively confusing. In business-to-business (hereafter “B2B”) markets such as car
parts, customers frequently operate internationally, especially in Europe, such that
competition in a single country would hardly be sustainable. Thus, difficulties occur when

saying what is international and what is domestic (Peng and Meyer 2019).
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The various stages of development from a completely domestic company to a transnational

company in the international business context are summarized in Figure 1.

Purely domestic company

h 4
Domestic company with
some foreign business
(export, licensing, etc.)

International company

Multinational/Global company

h 4

Transnational company

Figure 1 - Developmental stages of international business
Source: Cherunilam (2020, p. 20)

All evolutionary developmental stages of international business shown in Figure 1, including
domestic, international, multinational, global, and transnational companies, are detailly

characterized in the following subchapters.

Domestic company

Domestic companies restrict their operations, vision, and mission to national political
borders. Domestic market opportunities, domestic suppliers, domestic consumers, and
domestic financing are the focus of these businesses. Moreover, domestic companies analyse
the local environment and formulate strategies to benefit from emerging opportunities. They
follow the motto “if it is not happening in the home country, it is not happening." The
domestic company never thinks about being global. If the company grows, it decides on the
diversification strategy of entering into new domestic markets, new products, and new

services, and never selects the strategy of international expansion (Singh and Rani 2019).
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International company

International companies internationalize their operations and benefit from the opportunities
outside the domestic country when the domestic market capacities and production grow.
However, these companies remain domestic country-oriented and believe in domestic
business practices. People and products of domestic business are superior to those of foreign
countries. The focus of the international company is domestic but extends abroad. Its strategy
is based on locating a branch in foreign markets and extending domestic operations into
foreign markets. Many companies follow this strategy because of limited resources,
reduction of risks, and knowledge gained from foreign countries. As a result, the
international company extends its domestic country marketing mix, business model, and

practices to other countries (Singh and Rani 2019).
Multinational and global company

A multinational company is a company that produces goods or provides services in more
than one country. Multinational company’s management headquarters are located in one
or rarely more than one country while operating in other countries (Eurostat 2019).
The multinational company (hereafter “MNC”) formulates different strategies for different
markets and its offices. Subsidiaries and branches work as domestic companies in each
country where they operate. A global company follows either a global marketing strategy or
a global production strategy. It produces either in a home country or a single country with a
focus on marketing these products globally or, on the other hand, it produces the products

globally and markets them domestically (Singh and Rani 2019).
Transnational company

A transnational company (hereafter “TNC”) is an integrated global company that produces,
markets, invests, and operates worldwide and connects global resources with global markets
at a profit. These companies are characterized by geocentric orientation, long-term visions,
and information acquisitions. In other words, TNCs control assets of other entities in
economies other than their home economy, usually by owning a portion of the equity capital.
They are mostly headquartered in the United States, Europe, and Japan (Singh and Rani
2019).
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1.5 International business environment

The deepening of globalization and regionalization expansion have been essential forces in
the development of many entities of the contemporary economy for many decades. Changes
caused by those processes also have an impact on the functioning of companies, as they
gradually expand into new markets and become global. Entering foreign markets provides
companies with both developmental opportunities as well as threats, enabling them to benefit
from many of the advantages that an international environment provides and, on the other
hand, exposing them to substantially more serious risks than those found in domestic markets

(Gtodowska et al. 2016).

As the international business environment is increasingly unpredictable and more
competitive and dynamic than the local environment, it has a significant impact on
businesses operating in this type of environment. This environment is inextricably linked to
business competitiveness since it provides the company with capabilities to compete and
gain a competitive advantage. Furthermore, the international business environment is an
essential component of business internationalization in the global market (Gtodowska et al.
2016). Trends in the international market frequently emphasize global and regional issues
concerning the advancing process of globalization and economic regionalism. The factors
influencing the environment as well as their development must be tracked, analysed, and

predicted to conduct business on the international market (Gupta 2013).

The group of factors and activities surrounding international business in which a company
operates is referred to as the international business environment. The international business
environment encompasses elements that extend beyond national borders and frequently
refers to the entire global community. In other words, the international business environment
represents factors that affect multinational companies and international companies. Social
and cultural factors, technological factors, economic factors, political factors, international
factors, and natural factors have a significant impact on international business (Singh and

Rani 2019).

Factors affecting the international environment can be divided into internal and external
factors. Internal factors affect the company from within, and the company can influence them
with its activities. Human resource management, trade unions, organizational structure,

financial management, marketing, product management, and leadership style are considered
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internal factors which have an impact on the international business environment. External
environmental factors, on the other hand, are further distinguished into micro external factors
and macro external factors. Competitors, customers, suppliers, bankers and other financial
providers, shareholders, employees, and other stakeholders of the international company are
all deemed micro external factors. Social and cultural factors, economic factors,
technological factors, political factors, international factors, and natural factors are examples
of external macro factors that are beyond the company’s control, and the company cannot
influence them. Above mentioned variables cover conditions that have an impact on how
entities behave in the market. There are even more factors that influence businesses, such as
infrastructure and communication, which could be critical in the case of a company’s

expansion into developing markets (Singh and Rani 2019).

The international environment can be analysed using the same categories as in the case of
the micro-and macro-environments. Global aspects, on the other hand, are disproportionally
more complex than the types stated above. International business strategies and structures
have shifted in response to changes in the international business environment. The most
significant transformation has recently been the formation of the so-called global factory.
Shifts in the nature of the international operating environment consisting of communication
technologies, economic liberalization, regional integration, and the increase in the number
of emerging economies have expanded the locational and governance options facing the
international business. As a result, international businesses have caused restructuralization

and reintegration of the value chain stages closer to final markets (Buckley et al. 2018).
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2  Financial reporting — the main source for financial analysis

Financial reporting can be described as a part of accounting that deals with the preparation
of financial statements. The primary goal of financial statements is to provide information
to a wide range of users about the company’s periodic financial performance and financial
position. The information from financial statements is valued especially by the company’s
shareholders, however, they are also used by other users, such as lenders, employees, tax
authorities, creditors, investors, etc. To avoid providing misleading information about the
financial situation of the company, the financial reporting is governed by rules, regulations,
and standards, which are collectively referred to as the regulatory framework. The regulatory
framework that applies to financial reporting by companies comprises the following key

components:

e legislation,
e accounting standards,

e stock exchange regulations (Melville 2019).
Legislation

In most developed countries, legislation governing corporate financial reporting has been
enacted. Nevertheless, the legislation differs from one country to another. Some of the rules
involved in the legislation have arisen as a result of European Union Directives and are
therefore applicable to all Member States of the European Union. The rules involved in the

legislation are as follows:

e the requirement for companies to keep accounting records,

e the requirement to prepare annual accounts (financial statements),

e the requirement for the accounts to give the true and fair value,

e the requirement for accounts to be prepared in accordance with either international

standards or national standards,

e the company’s duty to circulate its accounts to shareholders and make them

available to the public,
e the conditions under which consolidated financial statements must be prepared,

e the conditions under which an audit is required (Melville 2019).
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Accounting standards

Compared to the legislation that sets out the broad rules, which companies must follow when
preparing financial statements, accounting standards include detailed rules governing the
accounting treatment of transactions and other items shown in the financial statements.
The increasing globalisation of business requires a search for a single set of accounting
standards to be identified in order to ensure that the standards would be applicable all over
the world and would significantly improve financial reporting consistency. The International
Accounting Standards Board (hereafter “IASB”) has developed and is continuing to develop
International Financial Reporting Standards (hereafter “IFRS”) with the goal of achieving
global acceptance (Melville 2019).

Stock exchange regulations

All companies whose shares are quoted on a recognised stock exchange are subject to its
regulations, and some of them relate to the company’s financial statements. A stock
exchange may require its member companies to publish financial statements more frequently
or provide a more detailed analysis of certain financial statement items than required by law

or accounting standards (Melville 2019).

2.1 International Financial Reporting Standards

Since financial statements are published by a variety of bodies around the world for a variety
of reasons, different interpretations by both preparers and users of financial statements may
cause their incomparability, resulting in a loss of financial statement credibility and the
accounting process as a whole (Koppeschaar et al. 2019). As a result, a set of international
standards governing how specific transactions and events should be reported in financial

statements has been developed.

International Financial Reporting Standards, called IFRS, have been developed and
published by TASB. International Accounting Standards, called IAS, have been developed
and published by the International Accounting Standards Committee (hereafter “IASC”) and
subsequently adopted by TASB. Therefore, IAS are still in force. Currently, the list of
standards comprises sixteen IFRS and twenty-four IAS (IFRS Foundation 2021). The IFRS’s
primary objective is to develop a single set of globally accepted, understandable, enforceable

financial reporting standards based on clearly defined principles that require transparency
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and comparability of information in financial statements and other financial reports to assist
investors, lenders, creditors, and other users in making effective economic decisions.
Furthermore, promoting the use and strict application of these standards, taking account of
the needs of a wide range of sizes and types of entities in diverse economic settings, and
promoting and facilitating the adoption of the IFRS through the convergence of national

accounting standards and IFRS are equally important objectives (Melville 2019).

IFRS formulates the requirements for recognition, measurement, presentation, and
disclosure of transactions and items in financial statements. The main advantages of
standards are faithful representation and comparability. If the preparer of a financial
statement is required to follow a set of standards, the information contained in the financial
statement provides a faithful representation of the organization’s financial performance and
financial position. On the other hand, comparability represents the ability of users to compare
the organization’s financial statements over time and the ability to compare them with the
financial statements of different organizations to assess their strengths and weaknesses.
These standards are already used by 166 jurisdictions around the world. To achieve the goal
of developing global accounting standards, the IFRS Foundation is creating profiles of the

application of IFRS in individual jurisdictions, as shown in Table 1 (IFRS Foundation 2021).

Table 1 - Number of jurisdictions applying IFRS

Region Number of jurisdiction % of total
Europe 44 27 %
Africa 38 23 %
Middle East 13 8 %
Asia and Oceania 34 20 %
America 37 22 %
Total 166 100 %

Source: Own creation according to IFRS Foundation (2021)

The application of IFRS is monitored in all 166 jurisdictions, as shown in Table 1. Updates
are provided on a regular basis. The IFRS Foundation jurisdiction profiles are designed to
show the extent to which IFRS have been implemented worldwide. Over 140 jurisdictions
now require IFRS for all or most domestic listed companies and financial institutions in their
capital markets (IFRS Foundation 2021). However, several countries still prepare financial
statements using their national accounting standards, such as the United States of America,
which utilize the United States Generally Accepted Accounting Principles (hereafter
“US GAAP”) (Collings 2013).
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2.2 Financial statements

The objective of financial statements is to provide reliable information about a company’s
financial position, financial performance, cash flow, and changes in equity that is useful to
a wide range of users in making economic decisions. Companies use four financial

statements to report their business activities periodically:

e a statement of financial position,
e a statement of profit or loss and other comprehensive income,
e a statement of changes in equity,

e a statement of cash flows.

A set of notes, including information on the entity’s significant accounting policies as well
as other explanatory information caused by the existence of measurement uncertainty, can

be implemented (IASB 2021).

The qualitative characteristics of financial statements are included in the IASB’s Conceptual
Framework. According to the Conceptual Framework, financial statements must contain two
fundamental and four enhancing characteristics. The fundamental qualitative characteristics
are faithful presentation and relevance. These characteristics must be supported by

comparability, timeliness, verifiability, and understandability (Collings 2013).

2.2.1 FElements of financial statements

Financial statements provide information about the financial effects of transactions and other
events by categorizing them into elements based on their economic characteristics and
distinguished according to the financial statement they relate. The statement of financial
position is directly related to three elements of financial statements. These elements are
assets, liabilities, and equity. Within the statement of profit or loss, expenses and revenues

are distinguished (CFA Institute 2022).

“An asset is defined as a present economic resource controlled by the entity as a result of
past events. An economic resource is defined as a right that has the potential to produce
economic benefits.” According to the Conceptual Framework, assets must be certainly

measured (IASB 2021, p. 38).
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“A liability is defined as the entity’s present obligation to transfer an economic resource as
a result of past events. An obligation is a duty or responsibility that an entity has no practical
ability to avoid.” The Conceptual Framework requires liabilities to be certainly measured

(IASB 2021, p. 42-43).

“Equity is the residual interest in the assets of the entity after deducting all its liabilities”
(IASB 2021, p. 49). Assets = Liabilities + Equity is the well-known accounting equation
used to calculate the amount of the company’s equity (Melville 2019).

“Income is increases in assets, or decreases in liabilities, that result in increases in equity,

other relating to contributions from holders of equity claims” (IASB 2021, p. 50).

“Expenses are decreases in assets, or increases in liabilities, that result in decreases in

equity, other than those relating to distributions to holders of equity claims” (IASB 2021,
p. 50).

2.2.2 Measurement of the elements of financial statements

Measurement is the process of determining the monetary units at which elements of financial
statements are shown in the statement of financial position and statement of profit or loss.
This process requires selecting a measurement base to determine the amount to be applied
to each element. When selecting the appropriate measurement base, the nature of the
measurement base’s information in financial statements needs to be considered. The
Conceptual Framework (IASB 2021) identifies several different measurement bases used to

measure assets and liabilities:

e Historical cost

The historical cost delivers financial information about assets, liabilities, and their related
income or expenses derived from the transaction price or other event that gave rise to them.
Assets are measured at the amount paid to purchase them, including any acquisition or
preparation costs. Historical cost does not reflect changes in value since the asset was
purchased, but it is normally updated over time to reflect consumption of all or part of the
economic benefits provided by the asset or events that cause all or part of the asset’s
historical cost to be irrecoverable. When referring to liabilities, the historical cost means the

amount of the consideration received in exchange for taking on the obligation concerned.
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Nevertheless, if there is no such consideration, the liability should be measured at the amount

expected to be paid to satisfy the obligation (Melville 2019).
e Current value

The current value measures assets and liabilities using information that has been periodically
updated to reflect conditions at the measurement date. When referring to assets, the current
value of an asset is the monetary amount that would have to be paid to buy the same or
equivalent asset today. In the case of liabilities, the current value means the undiscounted
monetary amount that would be required to settle the obligation today. The current value of
an asset or liability is not related to the original price of the transaction or other event that
gave rise to them. Current value includes fair value, value in use, and current cost

measurement bases (Melville 2019).
a. Fair value

Fair value is defined in the Conceptual Framework as the price that would be received to sell
an asset or paid to transfer a liability in an orderly transaction between market participants
at the measurement date. It can be determined directly by observing prices in an active
market. In some cases, the fair value must be determined indirectly using appropriate

measurement techniques if no such market exists (Alibhai et al. 2020).
b. Value in use and fulfilment value

The value in use of an asset represents the present value of the net cash flows or other
economic benefits that an entity expects to derive from the use of an asset and its eventual
disposal. The fulfilment value of the liability represents the present value of the cash or other
economic benefits that the entity expects to be obliged to transfer, aiming to fulfil the
liability. The difference may appear between the fair value of an asset or liability and its
value in use (or fulfilment value) because the former reflects the expectations of market

participants, whilst the latter reflects entity-specific expectations (Melville 2019).
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¢. Current cost

The amount paid to acquire an equivalent asset at the measurement date is considered the
current cost of an asset (i.e., replacement cost). On the other hand, the amount received for
taking on an equivalent liability at the measurement date is considered the current cost of
liability. Current cost, as well as historical cost, provides information on the cost of an asset

consumed or income from the fulfilment of liabilities (Alibhai et al. 2020).

2.2.3 Statement of financial position

A statement of financial position (formerly referred to as a balance sheet) portrays the
company’s financial position by disclosing its assets, liabilities, and equity at a given point
in time. Investing activities are represented by the company’s assets which are financed by
a combination of non-owner financing and owner financing (Easton et al. 2018). In
accounting, insight into a company’s financial situation is achieved through an accounting
equation, typically displayed as assets = liabilities + equity (Harvard Business School 2021).

The illustrative content of the statement of financial position is shown in Figure 2.
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XYZ plc — Statement of financial position as at 31 December 2022

2022 2021
ASSETS
Non-current assets
Property, plant, and equipment XXX XXX
Intangible assets XXX XXX
Investments XXX XXX
Total non-current assets XXX XXX
Current assets
Inventories XXX XXX
Marketable securitics XXX XXX
Account receivables XXX XXX
Supplies XXX XXX
Cash and cash equivalents XXX XXX
Total current assets XXX XXX
Total assets XXX XXX
EQUITY AND LIABILITIES
Equity
Share capital XXX XXX
Retained earnings XXX XXX
Other reserves XXX XXX
Total equity XXX XXX
Non-current liabilities
Long-term debts XXX XXX
Deferred tax XXX XXX
Long-term provisions XXX XXX
Total non-current liabilities XXX XXX
Current liabilities
Trade and other payables XXX XXX
Short-term debts XXX XXX
Current tax payable XXX XXX
Short-term provisions XXX XXX
Total current liabilities XXX XXX
Total liabilities and e quity XXX XXX

Figure 2 - Illustrative content of statement of financial position
Source: Own creation according to Melville (2019, p. 57)

The statement of financial position is not required to follow any specific format according
to IAS1 but must always balance. It also does not specify the order in which items should be
displayed. However, the IAS1 includes a list of line items that should be presented separately
if their size or nature makes it necessary for understanding the company’s financial position

(IASB 2022).
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An asset is classified as a current asset if any of the following criteria are satisfied:

the asset is held mainly to be traded,

the asset is expected to be realised within twelve months after the reporting period,
the asset is cash or cash equivalent,

the asset is expected to be realised or is intended for sale or consumption within the

normal operating cycle (IASB 2022).

If none of these criteria is satisfied, the asset is considered non-current. The assets commonly

presented in the financial position statement include cash, marketable securities, account

receivables, inventories, supplies, deferred expenses, accrued revenues, property, plant and

equipment, investments, and intangible assets. These assets are further described.
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Cash includes currency, coins, and demand deposits in a bank.

Marketable securities consist of items such as bonds, notes, stocks, and bills that
are readily marketable, and the company plans to sell them in order to gain revenues.
Account receivables represent legally enforceable claims against customers, usually
arising from a sale made on credit.

Inventories include raw materials, component parts, partially finished goods,
finished goods, and work in progress.

Supplies consist of incidental items such as pens and wrapping paper that are
expected to be consumed rather than sold during a reporting period.

Deferred expense is an expense that has already been incurred in the current
accounting period but is recorded as an asset until goods or services are consumed.
Accrued revenue is revenue that has been earned in the current accounting period
by providing goods or services, but no payment has been received yet.

Property, plant, and equipment are tangible, long-term assets held for use in the
production or supply of goods and services, for rental and administrative purposes,
and are expected to be used during more than one period. The cost of these assets is
spread out through depreciation over their useful lives, but some exceptions that are
not subject to depreciation exist, such as land and artwork.

Investments mainly represent securities of another company held for more than one

accounting period (Sherman 2015), (Corporate Financial Institute 2022).



o Intangible assets are non-monetary assets without physical substance. They include

software, licenses, trademarks, patents, copyrights, goodwill, etc (IASB 2022).

When referring to liabilities, a liability is classified as a current liability if any of the

following criteria are satisfied:

e the liability is held mainly to be traded,

o the liability is expected to be settled in the company’s normal operating cycle,

o the liability is due to be settled within twelve months after the reporting period,

e the company does not have an unconditional right to postpone the liability settlement

for at least twelve months after the reporting period (IASB 2022).

As well as in the case of assets, if none of these criteria is satisfied, the liability is considered
non-current. Liabilities in the form of a loan or in the form of goods or services provided to
the business before payment are commonly presented in the statement of financial position
and include long-term debts, short-term debts such as accounts payable, notes payable, and
other payables, accrued expenses, and deferred revenues. All these liabilities are further

described.

e Non-current liabilities consist of obligations that are not expected to be repaid
within the coming operating cycle. Long-term liability has a maturity longer than one
accounting period.

e Current liabilities consist of obligations that are expected to be paid off within the
next twelve-month period. Examples of current liabilities are accounts payable, notes
payable, taxes payable, interest payable, wages payable, etc.

e Accrued expenses are defined as expenses that will be due for services already
performed for the company.

o Deferred revenues (also known as unearned income) are defined as a prepayment
received by the customer for goods and services that have not been delivered yet

(Sherman 2015), (Corporate Financial Institute 2022).

Shareholder equity can also represent the company’s book value and is one of the most
common data used to assess the company’s financial health. In the statement of financial

position, equity usually includes the following items:
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e Share capital is defined as money that a company raises by issuing common or
preferred stock. The funds raised from the sale of a security with a residual claim on
the company’s assets and earnings after all other claims have been met are referred
to as common stock and additional paid-in capital. Common stockholders have the
right to vote on all matters concerning the overall management of a company. In the
case of preferred stock, the dividends must be paid to preferred stockholders before
any dividends are distributed to common stockholders.

o Retained earnings represent the reinvested earnings over the whole life of the
company, which can be increased with a net income and decreased by a net loss.
Retained earnings are accumulated earnings not distributed to the shareholders but
retained to provide future growth of the company (Griffin 2015).

e Other reserves represent a part of shareholders’ equity that always has a credit
balance and indicates a monetary amount used to cover future expenses or to offset

any capital losses (Sherman 2015).

Statements of financial position serve two different purposes, depending on the audience
reviewing them. When the statement of financial position is examined internally, it is
intended to reveal whether a business is succeeding or failing. Policies and approaches can
be shifted based on this information, doubling down on successes, correcting failures, and
pivoting toward new opportunities. On the other hand, when it is reviewed externally, it is
intended to provide information about the resources available to a company and how they
were financed. Potential investors can decide whether to invest based on this information.
The statement of financial position may also be used by external auditors to ensure that a

company complies with any reporting laws it is subject to (Harvard Business School 2021).

2.2.4 Statement of profit or loss and other comprehensive income

The statement of profit or loss and other comprehensive income is a financial statement that
shows the company’s income and expenses for the reporting period and summarizes
information regarding the company’s performance and results of a company’s operations.
According to IAS1, the companies are permitted to use alternative titles for the financial
statement if they wish. Therefore, shorter titles “statement of comprehensive income” or
“income statement” are commonly used. The company also has the option of presenting the

statement of profit or loss and other comprehensive income for the reporting period in one
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statement or in two statements. Although, IASB stated that it prefers a one-statement

approach, as shown in Figure 3 (Alibhai et al. 2020), (IASB 2022).

Most types of income and expenses are considered when calculating the company’s profit
or loss for the reporting period. Nevertheless, international standards require that certain
types of income or expenses should be excluded when calculating profit or loss and instead
be reported in the statement of comprehensive income under the heading “other
comprehensive income.” In the case of a single statement of comprehensive income, “other
comprehensive income” section follows the calculation of profit or loss for the period. When
creating two separate financial statements, the separate statement of profit or loss should be
displayed immediately before the statement of comprehensive income. As with the statement
of financial position, a specific format for the statement of profit or loss and other
comprehensive income is not described within IAS1. Instead, the standard provides a list of
items that should be presented separately in this statement, including revenues, financial
expenses or losses, tax expenses, profits or losses accounted by for the entity method, etc

(Melville 2019).

XYZ plc — Statement of profit or loss and other comprehensive income
as at 31 December 2022

2022 2021
Revenue XXX XXX
Cost of sales (xxx) (xxx)
Gross profit XXX XXX
Other ncome XXX XXX
Operating expenses (xxx) (xxx)
Income before tax XXX XXX
Tax expense (xxx) (xxx)
NET INCOME FOR THE YEAR XXX XXX
Other comprehensive income
Items that will not be reclassified to profit or loss:
Gains on property revaluation XXX XXX
Investments in equity instruments XXX XXX
Tax relating to tems that will not be reclassified (xxx) (xxx)
Other comprehensive income for the year net for tax XXX XXX
TOTAL COMPREHENSIVE INCOME FOR THE YEAR XXX XXX

Figure 3 - Illustrative content of statement of profit or loss and other comprehensive income
Source: Own creation according to Melville (2019, p. 48)
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From the statement of profit or loss and other comprehensive income, the users can
determine whether the business is generating profit, is spending more than it earns, and has
the cash to invest back into the business (Harvard Business School 2021). For many years,
the statement of profit or loss and other comprehensive income had been perceived by
investors, creditors, management, and other parties as the most important part of the
company’s financial statements as it helps to paint a picture of the company’s financial

health (Alibhai et al. 2020).

Moreover, it includes a detailed breakdown of income and expenses. Investors are
commonly interested in the past income of the company, which is considered the key input
to their predictions of the company’s future earnings and cash flows. Creditors are interested
in the borrower’s ability to generate future cash flows to find out whether the borrower is

able to pay interest (Alibhai et al. 2020).

Categories included in the statement of profit or loss are as follows:

¢ Revenues represent the amount of money a company takes in during a reporting
period. They can be split out by product line or company division. Revenues are often
divided into operating revenues that portray sales from a company’s core business
and non-operating revenues that are derived from secondary sources. Revenues have
to be recorded based on an accrual basis when they are incurred.

e Expenses represent the amount of money a company spends during a reporting
period to generate revenues. Usually, expenses are broken down into procurement
costs, wages, rent, depreciation, leases, and interest paid on debt. As well as
revenues, expenses are divided into operating expenses and non-operating expenses.
Expenses have to be recorded based on an accrual basis.

e The cost of goods sold represents the total amount a business paid as a cost directly
related to the sale of products.

e Gross profit represents total revenues minus the cost of goods sold.

e Operating income represents gross profit minus operating expenses.

e Income before taxes represents operating income minus non-operating expenses.

e Net income is defined as income before taxes after deducting taxes (Harvard

Business School 2021).
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2.2.5 Statement of changes in equity

A statement of changes in equity reports the beginning and ending balances and changes in
the equity accounts that are reported in the statement of financial position during an
accounting period, as shown in Figure 4. In other words, the statement of changes in equity
reflects the increases and decreases in the company’s net assets during the accounting period.
According to IAS1, all changes in equity must be presented separately from non-owner

changes in equity. The statement of changes in equity includes these components:

e total comprehensive income for the accounting period,
o the effects of retrospective application or restatement for each component of equity,
e a reconciliation between the carrying amount at the beginning and the end of the

accounting period, separately disclosing changes for each component of equity

(Alibhai et al. 2020), (IASB 2022).

XYZ plc — Statement of changes in equity for the year ended December 31 2022
Share Retained Other
. . ) Total
capital earnings equity
Balance at 1 January 2021 XXX XXX XXX XXX
Changes in equity for 2021
Total comprehensive income XXX XXX
Dividends (xxx) (xxx)
Balance at 31 December 2021 XXX XXX XXX XXX
Balance at 1 January 2022 XXX XXX XXX XXX
Changes in equity for 2022
Stock issuance XXX XXX
Total comprehensive income XXX XXX XXX
Dividends (xxx) (Xxx)
Other XXX XXX
Balance at 31 December 2022 XXX XXX XXX XXX

Figure 4 - lllustrative content of statement of changes in equity
Source: Own creation according to Melville (2019, p. 50)

Shareholder’s equity can be categorised into three main subdivisions called share capital,
retained earnings, and other equity (reserves), as presented in Figure 4 (Easton et al. 2018).
Depending on the country, issued share capital may be further divided into stated capital and

additional contributed capital (Alibhai et al. 2020).
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2.2.6 Statement of cash flows

A cash flow statement provides information about the company’s operating cash receipts
and cash payments during an accounting period and provides insight into its investing and
financial activities. It demonstrates the company’s ability to generate cash flows which is
the ultimate concern of investors (Harvard Business School 2021). The statement of cash
flows helps investors and creditors to assess the ability to generate future positive cash flows
and the ability to meet obligations and pay dividends. Moreover, it helps them to assess
reasons for differences between profit or loss and cash receipts and payments. According to
the IAS7, the cash flow statement is prepared separately as an integral part of the financial
statements. The statement of cash flows provides users an insight into the financial structure
of the company, including its solvency and liquidity. Additionally, it provides information
for evaluating changes in assets, liabilities, and equity of the company and serves as an
indicator of the amount, timing, and certainty of future cash flows. The statement of cash
flow is divided into three main categories — cash flow from operating activities, cash flow

from investing activities, and cash flow from financing activities.

a) Operating activities include all transactions that are not considered investing or
financing activities. Generally, operating cash flows are cash flows resulting from
transactions and events used to determine profit or loss. Operating activities are the
company’s most important revenue-generating activities, including delivering and
producing goods for sale as well as providing services. This category also includes
revenues and expenses.

b) Investing activities comprise cash flows from purchasing or selling of property,
plant, and equipment and other long-term assets and debt and equity instruments of
other companies not considered cash equivalents or held to be traded.

¢) Financing activities include proceeds from the issuance of the company’s bonds or
stocks and the payment of dividends. Resources obtained through short-term and

long-term borrowings are also included in this category (Alibhai et al. 2020).

The operating activities section of the cash flow statement can be calculated and prepared
based on two common methods called direct and indirect methods, as shown in Figure 5.
However, IFRS prefers the direct method of presenting net cash from operating activities
(IASB 2022). The direct method shows the items which affected cash flow during an

accounting period. To calculate the operation section using the direct method, cash retrieved
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from operation activities must be deducted by cash disbursements from the operating
activities. An important advantage of the direct method is that it helps users understand the
relationships between the company’s profit or loss and cash flow (Alibhai et al. 2020).
On the other hand, the indirect method is widely used for the presentation of cash flow as it
is easier to prepare. The indirect method primarily focuses on the differences between net
operating results and cash flows. It begins with the amount of profit or loss obtained from
the statement of profit and loss or other comprehensive income. The statement of cash flows
prepared based on the indirect method highlights changes in the items of current assets

accounts and current liabilities accounts (Alibhai et al. 2020).

Statement of cash flows for the year ended December 31 2022
Direct method 2022 2021
Cash flows from operating activities
Cash received from customers X X
Cash provided by operating activities X X
Cash paid to suppliers x x
Cash paid for operating expenses x x
Cash pad for income taxes X X
Cash disbursed for operating activities [0:9) x)
Net cash flows from operating activities X X
Indirect method
Cash flows from operating activities
Profit before income taxes X X
Adjustoments for:
Depreciation X X
Interest expense X X
(Increase)/decrease in accounts receivable X X
(Increase)/decrease in inventories X X
(Increase)/decrease in prepaid expenses X X
Increase/(decrease) in accounts payable X X
Increase/(decrease) in salaries and wages X X
Increase/(decrease) in taxes payble X X
Net cash flow from operating activities X X

Figure 5 - Illustrative content of statement of cash flows

Source: Own creation according to Sherman (2015, p. 27)

The operating activities section is presented above using direct and indirect methods. The
remaining two sections (investing and financing) are prepared based on the same principle.
The IASB prefers the direct method mainly because of the advantage of providing
information that can be used to estimate future cash flows, which is not the case when the

indirect method is used instead (Alibhai et al. 2020), (IASB 2022).
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3 Financial analysis — a basic tool for determining company’s

financial health

Measuring corporate financial health and performance has become an essential phenomenon
in today’s competitive environment. A successful company cannot currently exist without a
thorough examination of its financial situation. Various methods are used to assess the
company’s financial health. In addition to the traditional methods, which are based on the
calculation of conventional indicators of financial analysis, modern methods are beginning
to be applied. The modern methods include environmental risks, non-financial indicators,
results from current decisions, etc. Financial analysis, which evaluates a company from an
economic standpoint based on a detailed study and analysis of the financial statements, is
the most common method for assessing corporate financial health. The main purpose of
financial analysis is to prepare a foundation for quality decisions, check the company’s
financial health (ex-post analysis), and create a basis for the financial plan of the company

(ex-ante analysis) (Horvathova 2015).

The term "financial analysis" has a variety of definitions. However, the most concise
definition describes financial analysis as a systematic analysis of the obtained data, which
are contained primarily from the financial statements. The financial analysis evaluates the
company’s past and predicts future financial health. The main goal of financial analysis is to
achieve financial stability, which can be assessed using three basic metrics — profitability,
solvency, and liquidity. From a different point of view, the financial analysis is a method for
identifying weaknesses in the corporate financial health, which could lead to future issues,
as well as strengths related to the possible appreciation of the company’s assets. Financial
ratios are the basic tool of elementary financial analysis as they provide answers to various

questions related to the financial health of the company (Riickova 2021).
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3.1 Users of financial analysis

The results of financial analysis are primarily intended for the company’s management,
owners, and other external users who are associated with the company, such as suppliers,
employees, competitors, the public, foreign institutions, auditors, and the state. Managers
use financial analysis results for monitoring the solvency of the company in the short term.
Managers are interested mainly in the capital structure, profitability, liquidity, and financial
independence of the company as they are responsible for their actions directly to the
company’s owner. The owners verify through financial analysis whether the funds they have
invested are valued sufficiently. The basic goal of the company owner is to maximize the
market value of the company’s equity, the development of market indicators and profitability
indicators, and create a favourable relationship between cash flows and long-term liabilities.
From the creditors’ point of view, financial analysis can be viewed in two ways. If a bank is
a creditor, it mainly monitors the company’s long-term liquidity and profitability assessment.
Equally important for banks is the company’s ability to generate funds and the stability of
their flows. Short-term creditors focus on the company’s solvency, cash flow, and the
structure of current assets and current liabilities. Figure 6 depicts how the financial analysis
should be conducted and what economic entities should expect as a result of conducting

financial analysis.

[ Users of the financial analysis ]

Goal formulation

Focus of financial analysis

[ Selection of methods ]

[ Indicators and other tools ]

|
Profitability

Profitability

Liquidity

Operational analysis [ Capital gains ] [ Solvency ]
[ Financial management ] [ Market indicators ]

Figure 6 - Users and steps of financial analysis
Source: Own creation according to Rackova (2021, p. 28)
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3.2 Information sources for financial analysis

The accuracy and expressiveness of financial analysis results depend mainly on the input
information. For this reason, information collection and preparation must be done properly.

Generally, the information for conducting financial analysis is summarized in three areas:

e (Quantifiable non-financial information includes business statistics focused on
production volume, sales, employment, consumption standards, etc.

e Unquantifiable information includes information that may not be quantifiable but are
in the area of financial management’s major impact.

e Financial information includes external and internal quantifiable information.

Financial reporting as a primary source of information for conducting financial analysis has
already been introduced in-depth in the previous chapter. Financial statements are divided
into external and internal statements based on whom they are intended for. External financial
statements serve as a source of information for external users and are considered a basis for
conducting financial analysis. Internal financial statements, on the other hand, are based on
the internal needs of the company and therefore refine the results and eliminate deviations

of the financial analysis (Rickova 2021).

Besides data obtained from the statement of financial position, statement of profit or loss
and other comprehensive income, statement of cash flows, statement of changes in equity,
and notes, an analyst can obtain a lot of valuable information for conducting financial

analysis from the following sources:

e annual reports,

e official economic statistics and websites,
e public registers,

e databases,

e reports of managers (Knapkova et al. 2017).
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3.3 Methods of financial analysis

Due to the variety of reasons for performing financial analysis, the numerous methods
available, and the substantial amount of data, it is critical to tailor the analytical approach to
the specific situation (Robinson et al. 2015). The most common method for evaluating the
financial performance of the company are the methods of fundamental and technical
analysis, which evaluate the company on the basis of a detailed study and analysis of
financial statements. The methods of financial analysis are based on financial indicators,
which are defined as numerical characteristics of the company’s economic activity.
Indicators taken directly from the financial statements are expressed in monetary units.
However, using arithmetic operations, results can also be obtained in other units, such as
percentages or time units. There are several criteria for classifying financial indicators,
including purpose, target group, and the goal of the financial analysis. The indicators are
commonly divided into absolute, differential, and ratio indicators (Ruckova 2021).

Processing of financial analysis consists of several fundamental activities:

1) characteristics of the company,

2) analysis of the industry in which the company operates,
3) analysis of absolute indicators,

4) analysis of differential indicators,

5) analysis of ratio indicators,

6) analysis of cumulative indicators,

7) identification of diagnosis,

8) suggestions and recommendations for improvement (Knapkova et al. 2017).
3.3.1 Analysis of absolute indicators

The analysis of absolute indicators is the first step in the elementary financial analysis, in
which the values of individual items of the financial statements are directly assessed.
Absolute indicators can be defined as data expressed in absolute terms. These data are further

used to create horizontal analysis and vertical analysis (CiZinska 2018).

Horizontal analysis, also known as trend analysis, analyses the development of absolute
indicators over time and thus informs users how a certain item in a given accounting period

has changed compared to the previous accounting period. It is necessary to create a long time
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series in order to achieve precise results when conducting horizontal analysis. The horizontal
analysis highlights structural changes that have occurred in the business operations
(Robinson et al. 2015). The absolute and percentage change of individual items of financial
statements is determined during horizontal analysis, and the items of the financial statements
are further compared with each other line by line (Rickova 2021). The formulas for

calculating the absolute and percentage change are as follows:
Absolute change = amount in comparison year — amount in base year (1)

amount in comparison year — amount in base year
% change = : *100 (2)
amount in base year

(Corporate Financial Institute 2022)

Vertical analysis, also known as common-size analysis, analyses the structure of financial
statements in columns and expresses each financial statement item as a percent of a base
figure which always expresses the value of 100 % (Weygandt et al. 2010). When analysing
the statement of financial position, the base figure is the value of total assets or liabilities. In
the case of statement of profit or loss and other comprehensive income, the base is made up

of total revenues or total costs (Knapkova et al. 2017).

3.3.2 Analysis of differential indicators

Differential indicators primarily serve for analysing the financial situation of the company
with the orientation on its liquidity. They are calculated as the difference between two
absolute indicators. Net working capital is considered the most used differential indicator,
which is defined as the difference between current assets and current liabilities, as shown in
Figure 7. The net working capital has a significant effect on the liquidity of the company
(Knapkova et al. 2017).
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Non-current assets Equity

NWC I Non-current liabilities

Current
assets

Current liabilities

Figure 7 - Net working capital
Source: Own processing according to Knapkova et al. (2017, p. 355)

In other words, the net working capital represents a part of current assets which is financed
by long-term capital. The ideal situation is to have a positive value of the net working capital

(Knapkova et al. 2017).

3.3.3 Analysis of ratio indicators

Ratios are considered the widespread method of financial analysis as their calculation is
simple, provides valuable information about the company’s financial characteristics, and
represents significant relationships among various items in the financial statements
(Sedlacek 2001). A financial ratio is calculated by dividing one item from the financial

statement by another item. There are many ratios, categorised into the following classes:

e Activity ratios measure how efficiently a company performs day-to-day tasks.
e Liquidity ratios measure the company’s ability to meet its short-term obligations.
e Profitability ratios measure the company’s ability to generate profits from its assets.

e Leverage ratios measure the company’s ability to meet long-term obligations

(Robinson et al. 2015).

Activity ratios

Activity ratios measure how efficiently a company manages various activities and how
effectively it utilizes its assets. When a company has more assets than the optimal level, it
incurs unnecessary costs and low profits. On the other hand, if the company’s assets are
below the optimal level, they lose potential revenues (Synek 2011). Furthermore, activity
ratios are indicators of ongoing operational performance. They generally combine
information from the statement of profit or loss and other comprehensive income in the

numerator with information from the statement of financial position in the denominator.
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Total assets turnover indicates the effectiveness of the company’s use of its total assets in
generating sales. Total assets turnover is measured by dividing total net sales by total assets
(Weygandt et al. 2010). The values of total assets turnover depend primarily on the type of
business activity. Higher values of total assets turnover than the industry average signalizes
a low or deteriorating utilization of production capacities and the company’s inefficient
usage of assets. Contrary, if the company’s turnover is lower than the industry average,
management should concentrate on increasing sales or selling inefficiently used assets
(Sedlacek 2001). The calculation formula of total asset turnover is as follows:

total sales
Total assets turnover = —————— (3)

total assets

Inventory turnover measures the average number of times the inventory is turned over or
sold over a given period and is used to determine the inventory liquidity. The inventory
turnover ratio is calculated as sales divided by inventories and reflects management
efficiency (Weygandt et al. 2010). Typically, the higher the inventory turnover rate, the
higher the chances of higher profits. Inventory turnover can also be converted to days of
inventory on hand (hereafter “DOH") by dividing inventory turnover into the number of
days in the accounting period (usually 365 days). The following formulas are commonly
used to calculate the inventory turnover and DOH:

total sales

Inventory turnover = ———— (4)
inventory

inventory  number of days in period (365)

DOH = (5

total sales inventory turnover
365

(Robinson et al. 2015)

Receivables turnover measures the liquidity of the company’s accounts receivable. It is
expressed as total sales divided by accounts receivable. The ratio measures the number of
times, on average, the company collects accounts receivable during the accounting period.
An additional variant in which the receivables turnover ratio can be converted is called days
of sales outstanding (hereafter “DSO*). The number of DSO represents for how long
receivables are repaid on average. The recommended value of the receivables turnover ratio
is the invoice due date. However, the financial analyst must also consider the company’s

size. The following formulas are used to calculate the receivables turnover and DSO:
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total sales

Receivables turnover = —————— (6)
receivables

receivables _ number of days in period (365)

DOS = (7

% receivables turnover

DOS should be decreasing over time as it indicates an increase in the creditor’s payment
discipline. The higher the receivables turnover ratio, the more funds the company receives
from receivables. On the other hand, a relatively low receivables turnover ratio raises
questions about the efficiency of the company’s credit procedures (Robinson et al. 2015),

(Weygandt et al. 2010).

Payables turnover measures how many times per year the company theoretically pays off
all its creditors. This ratio is calculated as the company’s total sales divided by its payables.
Additionally, the number of days of payables is also measured to reflect how quickly the
company’s payables are repaid. Generally, the number of days of payables should be longer
than the days of sales outstanding to not disrupt the company’s financial balance. Both ratios
are very important for potential creditors who can find out how the company adheres to the
business-credit policy (Ruckova 2021). The following formulas are used to calculate

payables turnover and the number of days of payables:

total sales

Payables t = — ]

ayables turnover ol payables (8)
_ payables  number of days in period (365)

Number of days of payables = ior cgg’ o5 ayables turmover 9)

The optimal situation occurs when the payables turnover increases and the number of days
of payables decreases. An excessively low payables turnover and high days payable indicate

the company’s trouble making payments on time or exploitation of supplier terms.

Liquidity ratios

Liquidity expresses the ability of a certain component of assets to be converted into cash
without much loss of value, which is considered a necessary precondition for the company’s
solvency. The term solvency, which is secured by all the company’s assets, then expresses

the ability of the company to pay off its liabilities on time.
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Lack of liquidity causes a company to be unable to take advantage of the profitable
opportunities that arise in business and may also result in the company’s insolvency or even
bankruptcy. On the contrary, excess liquidity represents the insufficient appreciation of the

current assets (Cizinska 2018).

The level of liquidity needed differs from one industry to another. Larger companies are
often better at controlling the level and composition of their liabilities than smaller
companies. For this reason, managers of smaller companies should not be interested only in
maximizing profit but also in maintaining the company’s solvency. The liquidity ratios
reflect a company’s position at a point in time only and as they usually use data obtained on
the balance sheet date. The liquidity ratios are composed of the current, quick, and cash
ratios. Each ratio uses a progressively stricter definition of liquid assets, as described below

(Robinson et al. 2015).

Current ratio is a widely used indicator for measuring the company’s liquidity and short-
term debt-paying ability. The ratio shows how many current assets cover the company’s
current liabilities. In other words, it expresses the company’s ability to satisfy its creditors if
the company converts all current assets into cash. The current ratio has limited explanatory
power because of disregard for the structure of current assets in terms of liquidity, the
structure of current liabilities in terms of maturity, and affectability at the balance sheet date
by postponing certain purchases (Rickova 2021). According to Weygandt et al. (2010), the

formula for measuring the current ratio is as follows:

current assets

Current ratio = 10
current liabilities (10)

Recommended values for the current ratio are 1.5 - 2.5. However, the specific level is closely
dependent on the company’s industry, financial management strategy, and current market

situation (Kubic¢kova 2015).

Quick ratio, also known as the acid test, expresses the company’s ability to settle liabilities
without selling inventories as they might not be easily and quickly converted into cash. The
quick ratio is considered more conservative than the current ratio because it includes only
the more liquid current assets in relation to current liabilities (Robinson et al. 2015). The

quick ratio is very industry-specific. Nevertheless, the numerator should be equal to the
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denominator (1:1). In this case, the company should be able to meet its current liabilities
without the need to sell inventories (Rickova 2021). The following formulas are widely used

to calculate quick ratio:

(current assets - inventory)

Quick ratio =

(11)

current liabilities

cash + short-term investments + receivables

Quick ratio = (12)

current liabilities

The recommended value of the quick ratio is in the range of 1,0 — 1,5 (Scholleova 2017).

Cash ratio represents the narrowest definition of liquidity as only the most liquid assets are
included in the calculation. It expresses the relationship between cash (and cash equivalents)
and current liabilities and thus evaluates the company’s immediate ability to pay off its
current liabilities (Martinovicova et al. 2019). The following formula is applicable to
calculate the cash ratio:

cash + cash equivalents

h ratio =
Cash ratio current liabilities (13)

The recommended value of the cash ratio ranges from 0,2 to 0,5 (Scholleova 2017).
However, non-compliance with these values does not necessarily mean the company’s
financial issues as the companies often use accounting overloads which may not be apparent

from the data of the statement of financial position (Rickova 2021).

Profitability ratios

Well-executed profitability analysis gathers information about the profitability of sales,
assets, and equity, which is especially valuable for internal and external users to make certain
decisions. The ratios might help management not only to forecast the company’s profitability
but also precisely evaluate potential risks and opportunities. Profitability ratios portray the
company’s ability to generate profits and efficiently use the invested capital. Additionally,
the profitability analysis helps to efficiently manage the company’s resources, make the right
investment and financial decisions, and ensure the company’s solvency (Tamuleviciené

2016).
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A lot of valuable information is obtained when comparing the profitability ratios of the
financial year with the profitability ratios of the previous financial years, other similar
companies, and average rates of the industry sector’s profitability (Tamuleviciené 2016).
The ratios are often based on data from the statement of financial position and the statement
of profit or loss and other comprehensive income. The selected category of income creates
the numerator of the profitability ratio, such as earnings before interest and taxes (hereafter
“EBIT”), earnings before taxes (hereafter “EBT”), and earnings after taxes (hereafter
“EAT”), whereas the denominator contains capital or revenues. The results of profitability
analysis are usually converted to a percentage. In practice, return on assets, return on equity,

and return on sales are mostly used to determine profitability (Cizinska 2018).

Return on assets is a financial ratio that measures the return earned by a company on its
assets over a set period of time and thus evaluates the company’s financial health and
performance. Return on assets (hereafter “ROA”) is used primarily by managers as it
determines how effectively a company uses its resources to generate profit (Robinson et al.
2015). The ROA numerator may vary according to the purpose of the analysis performed,
and therefore, it is not fixed. Conversely, the ROA denominator is always made up of total

assets (Cizinska 2018). The calculation is performed according to the following formula:

EBIT
Return on assets = ———— x 100 (14)

total assets
Generally, the higher the return on assets ratio, the more efficient the company is at

generating profits from its assets.

Return on equity expresses the return on capital invested in the company by its shareholders
or owners. Data for calculation are gathered from the statement of profit or loss and other
comprehensive income and the statement of financial position (Birken 2022). Moreover, it
is appropriate to compare ROE with previous figures to understand whether the company is
better or worse in delivering profits than in the past. The ratio is calculated by dividing net
profit (EAT) by shareholder’s equity, expressed as a percentage, and similarly to ROA,
widely used to measure the company’s financial performance. For this reason, the

company’s owners are mainly interested in such a ratio (Robinson et al. 2015).
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The following equation is used to compute the return on equity:

Return on equity = 2 x 100 (15)
Return on equity should be greater than the return on assets, ie. ROE > ROA. If the
company’s ROE is steadily increasing, the company is good at generating profits from its
equity. Such companies are usually less dependent on debt financing. On the other hand, if
the ROE decreases over time, the management evidently struggles to make the right

decisions (Corporate Financial Institute 2022).

Return on sales measures how efficiently the company turns sales into profits and thus
evaluates the company’s operational efficiency. In other words, it reflects how much profit
is being produced per monetary unit of sales. Additionally, it serves to express the profit
margin. The return on sales (hereafter “ROS”) numerator may vary according to the purpose
of the analysis performed and may include an income in various forms. Conversely, the ROS
denominator is made up of total net sales or total revenues. The ratio can be compared with
the company’s past figures and with similar companies’ figures that are operating in the
same industry (Hayes 2021), (Riackova 2021). The calculation is performed according to the

following formula:

EBIT, EBT, EAT

Return on sales = x 100 (16)
net sales

An increasing ROS indicates the company is growing efficiently, while a decreasing ROS

signals imminent financial troubles, which can be caused by problems in production.

Return on capital employed (hereafter “ROCE®) is a key indicator that expresses the
capital efficiency of the company. In other words, it reflects how well a company is at
generating profit from its capital employed. ROCE is calculated as EBIT divided by long-
term capital employed. Long-term capital employed is represented in the statement of
financial position by items of long-term liabilities and the company’s equity. Usually, the
return on capital employed is a more preferred ratio for investors and creditors than the return
on equity and return on assets as it considers both debt and equity financing. The ratio is
especially useful when comparing companies within the same industry (Hayes 2021),

(Maverick 2022).
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The following equation is used to calculate the return on capital invested:

EBIT
X
capital employed

Return on capital employed = 100 (17)

Capital employed = total assets — current liabilities (18)

A higher return on capital employed indicates an efficient company at least at generating
profit from capital employed. The company aims to generate a ROCE which is steadily ahead
of its weighted average cost of capital (Maverick 2022).

Leverage ratios

Leverage ratios serve to evaluate a company’s solvency, which is considered an ability to
meet its long-term debt obligations. In evaluating the solvency of the company, leverage
ratios can provide information about the relative amount of debt in the company’s capital
structure as they focus on the statement of financial position and measure the extent to which
a company uses liabilities rather than equity to finance its assets. Furthermore, these ratios
are useful to measure a company’s performance over time compared to the performance of
other companies (Robinson et al. 2015). It is necessary to mention that the use of a certain
amount of debt financing is beneficial for the company, as it can lead to an increase in the
profitability of equity. The essence of leverage analysis is, therefore, the search for the
company’s optimal capital structure. The results of leverage analysis are especially
important for the creditors. The higher the company’s use of foreign capital, the higher the
risk of default for the creditors. The most well-known ratios of leverage analysis include

debt ratio, equity ratio, and debt-to-equity ratio (Rickova 2021).

Debt ratio is considered an essential indicator that measures the extent of a company’s
leverage and is calculated as total liabilities divided by total assets. The ratio should be
examined in relation to the overall profitability of the company and its foreign capital
structure. The debt ratio is commonly used by creditors to determine the company’s ability
to repay its debts and to make sure the company is solvent enough. An equation for the

calculation of the debt ratio is as follows:

total liabilities

Debt ratio =—————— x 100 (19)
total assets
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Companies with a higher debt ratio have a higher degree of leverage and thus are riskier for
creditors and investors. For this reason, a lower ratio is preferable for the company’s
creditors since the risk of insolvency is lower. The recommended value of the ratio is in the
range of 30-60%. At the same time, it is necessary to respect the industry values (Knapkova

et al. 2017).

Equity ratio is an additional leverage ratio to the debt ratio that expresses the proportion in
which the company’s assets are financed by owners’ equity. The sum of the debt ratio and
the equity ratio should be close to 1. It serves primarily to assess the overall financial
situation of the company. However, the ratio should be examined in relation to the
profitability ratios (Rickova 2021). An equation for the calculation of the equity ratio is as
follows:

total equity
-_— X

Equity ratio = 100 (20)

total assets
Generally, a higher equity ratio is more favourable for companies because of several reasons.
The higher investment levels show potential shareholders that the company is solvent and
suitable for investing. Like other ratios, the equity ratio is dependent on the industry in which

the company operates.

Debt-to-equity ratio combines the two previously mentioned leverage ratios. It measures
the proportion of debt capital relative to shareholders’ equity. The ratio and its time evolution
are extremely important for banks when applying for a loan, as the ratio indicates the extent
to which creditors’ claims could be jeopardized. The debt-to-equity ratio uses total equity as
a denominator instead of total assets. An equation for the calculation of the debt-to-equity
ratio is as follows:

Debt-to-equity ratio = M x 100 (21)

total equity

Generally, a high debt-to-equity ratio is usually associated with a higher financial risk as the
company finances its growth with debt. The ideal value varies widely by industry, but it
should not be higher than 200% (Munichiello 2022).

57



3.3.4 Analysis of cumulative indicators

Analysis of cumulative indicators aims to express the overall financial and economic
performance of a company by connecting multiple ratios and analysing the existing
interconnections among them since some of the above-mentioned ratios have limited
explanatory power as too many indicators make orientation difficult and thus distort the
analyst’s view of the company. The primary goals of a cumulative indicator analysis are to
show the impact of individual ratios on the company’s overall performance, to make the
development of financial performance more transparent, and to provide a foundation for
future decision-making. The techniques used to create a set of cumulative indicators are
divided into two basic groups — pyramid decomposition and credibility and bankruptcy
models. The essence of the pyramid decomposition is a detailed breakdown of the top
indicator into partial components on the basis of mathematical relationships. The essence of
credibility and bankruptcy models is to diagnose the company’s financial situation and
predict its future financial development (Rackova 2021). Special attention is paid to the

credibility and bankruptcy models in the following text.

Bankruptcy and credibility models

Bankruptcy and credibility models are widely used techniques for the evaluation of the
company’s overall financial health. Although the objective of both models is similar, the
difference lies in the purpose for which the models were created. Bankruptcy models are
designed to inform users whether there is a probability of a company going bankrupt in the
foreseeable future as they are well-known measurements of the company’s financial distress.
These models are based on the fact that each company that is going bankrupt has already
shown the symptoms that are typical for bankruptcy before the event of bankruptcy. The
most typical symptoms are a shortage of liquidity, an insufficient level of net working
capital, and issues with the return on equity ratio (Ruckova 2021). Bankruptcy models

include, for example, the Altman Z-score, the Taffler model, and the IN model.
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Altman Z-score

The Altman Z-score model is considered a financial bankruptcy model based on the
calculation of global indexes, respectively, overall evaluation indexes. The concept of the
model was created by professor E.I. Altman in 1968. Altman used the statistic discrimination
analysis to predict the risk of going bankrupt, whereby the weighted coefficients of a linear
combination of the specific business ratios were estimated. Altman’s formula includes
financial ratios mentioned above, such as activity, profitability, liquidity, and solvency. In
addition, Altman determined the weight of the individual ratios, which is a reflection of its
importance for the financial health of the company. Based on the changing economic
situation in individual companies and countries, the model currently has three differentiated
formulas, derived for companies publicly traded on a stock exchange market, non-traded
companies, and companies operating in developing countries. The difference lies only in the
values of weights of the individual ratios. As the company analysed in the master thesis is a

traded company, the equation applicable for publicly traded companies is presented.
Z=12X;+ 1,4X>+ 3,3X3+ 0,6X4+ 1Xs5 (22)
where:

X1 = net working capital/total assets,

X» =retained earnings/total assets,

X3 = EBIT/total assets,

X4 = equity/total liabilities,

Xs = sales/total assets (Kislingerova 2001).

If the value of the Z-scoreis higher than 2,99 (safe zone), the company is considered
financially stable. The range of 1,81-2,98 is called a grey area where the financial stability
of the company cannot be defined precisely. Values under 1,81 (distress zone) signalize

significant financial issues and thus a high possibility of bankruptcy (Rackova 2021).

Index IN

Index IN is considered a Czech version of the financial distress prediction model that reflects
the conditions of Czech companies. The authors of the bankruptcy IN indexes are Ivan and

Inka Neumaier, who created and tested the indexes based on data obtained from almost 2,000
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Czech companies. Like other bankruptcy models, the IN Index created on the basis of
discriminatory analysis contains estimated financial ratios and weighted coefficients.
Moreover, the IN index takes into account specifics of the industry. Ivan and Inka Neumaier
created four indexes over the years, namely the IN95 creditor variant, IN99 proprietary
variant, INO1 complex variant, and INO5 modified complex variant. For this master thesis,
the INOS will be applied. Inka and Ivan Neumaier (2008) indicate the following advantages
of the INOS Index:

e the calculation is relatively simple,

e financial ratio algorithms are transparent,

e INOS works with publicly available financial data about the company,

e INOS is usable for both publicly traded and non-traded companies,

e INOS gives clear results and has high explanatory power in the case of medium and
large companies,

e INOS is an update of the INO1 Index, while the weights of individual ratios have

changed as well as the boundaries for business classifications.

The equation applicable for INOS is as follows:

assets EBIT EBIT revenues
———— + 0,04 X - + 3,97 X + 0,2l X — +
liabilities interest expense assets assets

INO5 = 0,13 X

current assets

0,09 % current liabilities

(23)

Based on the calculated values, it is possible to predict whether the company will face
bankruptcy or will have trouble with repaying its liabilities. The intervals for the evaluation

of the company are given in Table 2.

Table 2 - Index INOS evaluation

Result Evaluation

IN>1,6 A company creates value

09<IN<1,6 A company does not create value, but it is also not bankrupt
IN<0,9 A company goes bankrupt due to serious financial issues

Source: Own processing according to Bochenkova (2011, p. 24)

If the value of INOS is higher than 1.6, the company is considered financially stable with a
probability of 67%. The range between 0.9 to 1.6 is called a grey zone. If the INOS value is
less than 0.9, the company has an 86 % probability of going bankrupt (Rackova 2021).
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Credibility models are based on the diagnosis of the financial health of the company by
assigning the financial point criteria. From the obtained points, a company can be assigned
to a specific category. However, when applying these models, specifics of a particular
industry and economic conditions of a country should be taken into account. Credibility
models include, for example, Kralicek Quick Test, Tamari’s Index, and Credibility Index

(Kubénka 2015).

Kralicek Quick Test

Kralicek Quick Test was developed by an Austrian economist Peter Kralicek in 1990,
and since then, it has become a well-known multifactorial model in Central Europe,
especially in the Czech Republic, Austria, and Germany. It evaluates the company’s
financial situation by testing four financial factors. Two factors examine the financial
stability of the company, while the remaining two factors estimate the profit situation.
However, the model does not assign different weights as in the case of previous models.
Kralicek Quick Test uses data obtained from the statement of cash flows because it shows
the real market information. Two indicators are set for the area of the financial stability,
which are the equity ratio (R1) and the debt repayment period from CF (R2). For the
company’s profit situation, the cash flow in % of sales (R3) and return on assets (R4) are

used (Kubénka 2015). Their calculation is captured below:

R1 = (Equity/total assets) x 100 (%)

R2 = (Liabilities — cash)/operating CF (years)
R3 = (Operating CF/sales) x 100 (%)

R4 = (EBIT/total assets) x 100 (%)

Table 3 illustrates the scale which is used for the evaluation of the financial stability and
profit situation of the company. Each result of the four indicators achieves a 1-5 rating.
Further, an arithmetic average of both areas, financial stability, and profit situation are
calculated. The total grade is then calculated as a sum of these values divided by two. A
company is considered financially stable if the final value is in the range of 1 to 2. The
interval from 2 to 3 is defined as a grey zone. Companies with a score worse than 3 will

possibly have serious financial issues (Polo and Caca 2014).
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Table 3 - The evaluation scale of the Kralicek Quick Test

Kralicek Quick Test Rating scale
. . 1 2 3 4 5
Evaluation | An indicator Very good | Good Middle Poor Insolvency
Financial R1 >30% >20% >10 % >0 % Negative
stability R2 <3years |<S5years|<12years|<30years| >30years
Profit R3 >10 % >8% >5% >0% Negative
situation R4 >15% >12 % >8 % >0 % Negative

Source: Own processing according to Kralicek (2006, p. 7)
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4 Financial analysis of the selected international company

This chapter presents one of the leading multi-brand groups in the automotive industry,
Volkswagen Group, together with the volume brand of the Group, SKODA AUTO a.s.
company, which is considered a core of this master thesis. In order to ensure that the figures
of the financial analysis of SKODA AUTO a.s. have sufficient explanatory power, the
financial analysis figures will be compared with the figures of another Volkswagen Group
volume brand SEAT/CUPRA. This brand is only a comparator, and thus no suggestions will

be recommended, as this is not the purpose of this master thesis.

After the introduction of VW Group, SKODA AUTO as., and their financial characteristics,
an analysis of the Czech automotive industry will be performed. The chapter then continues
with the analysis of absolute indicators, i.e., the implementation of the horizontal and vertical
analysis of SKODA AUTO a.s. financial statements and the calculation of the company’s
net working capital. Then, the selected activity, profitability, liquidity, and leverage ratios
of SKODA AUTO as. and its comparator will be calculated. Afterwards, cumulative
analysis of the companies will be performed using bankruptcy and credibility models, such

as the Altman Z-score, the Index INO5, and the Kralicek Quick Test.
4.1 Introduction of Volkswagen Group

Volkswagen Group, headquartered in Wolfsburg, Germany, and established in 1937, is one
of the world’s leading manufacturers of passenger cars and commercial vehicles and the
largest car manufacturer in Europe. Except for vehicle production, Group also provides
financial services. For this reason, Volkswagen Group consists of two divisions: the
Automotive Division and the Financial Services Division. The Automotive Division
comprises three business areas which are Passenger Cars, Commercial Vehicles, and Power
Engineering. Automotive activities include the development of vehicles, engines, and
software and the production and sale of passenger cars, trucks, buses, motorcycles, and light
commercial vehicles. Additionally, VW Group produces and sells its genuine parts,
accessories, and other components. The Financial Services Division consists of dealer and
customer financing, vehicle leasing, fleet management, mobility services, and banking and

insurance activities (Volkswagen Group 2021).
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4.1.1 Volkswagen Group brands

Volkswagen Group comprises ten brands from five European countries. These brands are
Volkswagen, Volkswagen Commercial vehicles, SKODA, SEAT, CUPRA, Audi,
Lamborghini, Bentley, Porsche, and Ducati. In the NEW AUTO Strategy, all brands are

divided into three main pillars based on their specifics:

e Volume brands with SKODA, SEAT/CUPRA, Volkswagen Passenger Cars, and

Volkswagen Commercial Vehicles.
¢ Premium brands with Audi, Lamborghini, Bentley, and Ducati,

e Sport & Luxury brands with Porsche (Volkswagen AG 2022).

Currently, the Volkswagen Group has 120 production plants in 29 countries worldwide.
Most of them are located in 19 European countries and further 10 countries in America, Asia,

and Africa, as shown in Figure 8.

Figure 8 - VW Group production plants
Source: Volkswagen AG (2022)

Globally, more than 662,575 employees work in VW Group, produce and sell vehicles, or
work in vehicle-related services. In 2021, the VW Group vehicles were sold in 153 countries

(Volkswagen AG 2022).
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4.1.2 Board of Management of Volkswagen Group

The Volkswagen Group Board of Management comprises eleven members who are
responsible for managing the Company with the best interests, in accordance with the rules
issued by the VW Group Supervisory Board. Each Board member is responsible for one or
more functions. The core Board functions include the Volume brand group, Sport & Luxury
brand group, Premium brand group, as well as Procurement, Technology, Finance, Human
Resources and Truck & Bus, Integrity and Legal Affairs, IT, and China. The board-level
function of China will be assigned to a specific member as of August 1, 2022. An important
milestone was reached in December 2021, when the Supervisory Board decided to increase
the number of members of the Board with a new management function for Volkswagen
Passenger Cars represented by Mr. Ralf Brandstitter as of January 1, 2022, as well as a
board-level management function for Group Sales represented by Mrs. Hildegard Wortmann

as of February 1, 2022 (Volkswagen Group 2021).
The Management Board’s organizational structure is listed below:

e Herbert Diess — Chairman of Volkswagen Group,

e Ralf Brandstitter — Chief Executive Officer of Volkswagen Passenger Cars,
e Oliver Blume — Sport & Luxury brand group,

e Markus Duesmann — Premium brand group,

e Murat Aksel — Procurement,

e Thomas Schmall-von Westerholt — Technology,

e Gunnar Kilian — Human Resources and Truck & Bus,

e Hildegard Wortmann — Sales,

e Manfred Doss — Integrity and Legal Affairs,

e Hauke Stars — IT,

e Aro Anlitz — Finance.

Each member has to manage the area of responsibility independently. The Board of
Management is monitored and controlled by the Supervisory Board, whose aim is to approve

corporate decisions (Volkswagen AG 2022).
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4.1.3 Financial characteristics of the Volkswagen Group

Volkswagen Group focuses primarily on nine key performance indicators, which are derived
from its strategic goals, namely deliveries to customers, sales revenues, operating result,
operating return on sales, research and development ratio, the ratio of capex to sales revenue,
net cash flow, net liquidity, and return on investment, all in the Automotive Division

(Volkswagen Group 2021).

Volkswagen Group deliveries

Volkswagen Group delivered 8,881,957 vehicles to customers worldwide in the fiscal year
2021, which was a decrease of 4.5% from the previous year. While sales figures for the
Passenger Cars Business Area declined compared to the prior-year figure, Commercial

Vehicles Business Area rose compared to the prior-year figure, as shown in Table 4.

Table 4 - VW Group deliveries worldwide in units

Division 2021 2020 %

Passenger Cars 8,610,747|9,114,804| -5.5%
Commercial Vehicles | 271,210 | 190,187 42.6%
Total 8,881,957 (9,304,991 | -4.5%

Source: Volkswagen Group (2021)

A decrease in passenger cars deliveries was caused by a limited vehicle availability as a
result of a semiconductors shortage. On the other hand, commercial vehicles deliveries
increased significantly compared to the previous year, when the demand was affected by a

slump in major markets resulting from the uncertainty related to the Covid-19 pandemic.
Financial figures

The financial results of VW Group are reported in accordance with IFRS. At the beginning
of July 2021, a TRATON GROUP company, a member of Volkswagen Group, acquired
Navistar International Corporation, a US manufacturer of commercial vehicles. The
acquisition led to an increase of €3.5 billion in the Volkswagen Group’s sales revenue as of
December 31, 2021. VW Group generated sales revenue of €250.2 billion in 2021, which
is an increase of 12.3% from the previous year, mainly because of better price positioning,
and the impressive business performance of the Financial Services Division together with
Commercial Vehicles Business Area. Figure 9 illustrates VW Group’s sales revenue figures

from 2016 to 2021.
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VW Group's sales revenue (€ billion)
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Figure 9 - VW Group's sales revenue from FY 2016 to FY 2021 (€ billion)
Source: Own processing according to Volkswagen Group (2016-2021)

Since 2016, the VW Group’s sales revenue has been growing steadily. In 2019, the sales
revenue reached a peak at a total amount of €252.63 billion. In 2020, the Volkswagen Group
experienced a significant slump due to the consequences of the United Kingdom’s exit from
the European Union and the Covid-19 pandemic, which massively reduced the possibility of
selling vehicles because of contact restrictions. In 2021, the automotive industry faced
continuing supply bottlenecks in the form of a shortage of semiconductors. Even so, the

Volkswagen Group rose its sales revenue to €250.2 billion.

Due to increased sales revenue and decreased capital expenditure, the ratio of capex to sales
revenue in the Automotive Division decreased from the previous 6.1% to 5.1%. Moreover,
the VW Group’s profit margin climbed by €8.3 billion to €47.2 billion. The Automotive
Division’s operating result doubled in 2021 to €13.2 billion. Besides, the operating return
on sales of the Automotive Division increased from 3.7% to 6.4%. The reasons for such
increases are favourable price positioning and the fair value measurement of derivates. The
research and development ratio in the Automotive Division did not change from the
previous year and was still reaching 7.6%. Currently, the main focus related to research and
development is given to new models, electrification, digitalization, new technologies, and

modern platforms (Volkswagen Group 2021).

Despite the investment in Navistar, the net cash flow reached €8.6 billion in 2021, which
was higher by €2.3 billion than in the previous year. On the other hand, the net liquidity
decreased due to the acquisition of Navistar by €0.1 billion and stood at €26.7 billion at the
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end of the year 2021. However, the net liquidity figure was better than recently estimated.
The ROI in the Automotive Division reached 10.4% due to higher operating result and
earnings-related factors at the end of the year 2021, which is an increase of 3.9%, contrary

to the previous year and a minimum required rate of ROI of 9% (Volkswagen Group 2021).

The Volkswagen Group expects the sales revenue in 2022 to be from 8% to 13% higher than
at the end of the fiscal year 2021. The Group’s operating return on sales is estimated to be
in the range of 7% to 8.5% in 2022. In the Automotive Division, the research and
development ratio is forecasted to be settled at around 7%, and the ratio of capex to sales
revenue at around 5.5% in 2022. A further goal of the VW Group is the net liquidity to be
up to 15% than the previous year’s figure. Finally, the ROI is forecasted to be in the range
of 12% to 15% in 2022 (Volkswagen Group 2021).

4.2 Introduction of SKODA AUTO a.s.

SKODA AUTO as., headquartered in Mlada Boleslav, Czech Republic, is one of the oldest
car manufacturers in the world and simultaneously the largest car manufacturer in the Czech
Republic. The history of the company goes back to 1895, when the foundation for today’s
global company was established by Vaclav Laurin and Vaclav Klement. Nevertheless, an
important milestone was also reached in 1991, when SKODA AUTO a.s. became a member
of Volkswagen Group, and since then, it has become an internationally successful company
with an extensive product portfolio. SKODA AUTO a.s. is an important pillar of the Czech
economy as it employs more than 35,000 employees. The main production plant is located
in Mlada Boleslav. In addition, there are two other Czech production plants located in
Vrchlabi and Kvasiny. Manufacturing operations have also been expanded to other markets,
such as China, Russia, Slovakia, India, and Ukraine. However, the development of the
Russian production plants depends on the further unfolding of the Russian-Ukrainian
conflict. SKODA AUTO a.s. not only focuses on the development, manufacture, and sale of
passenger cars but also on its components, original parts, brand accessories, and after sales
services. Currently, SKODA AUTO as. offers a broad product portfolio, which was
extended in 2021 by several new models or facelifts. The greatest success was the launch of
the first all-electric SUV, the ENYAQ 1V, on international markets and the introduction

of the new generation of the FABIA. The company also launched two new models, the
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KUSHAQ and the SLAVIA, which are available only in the Indian market. The product
portfolio is listed below:

e FABIA (4" generation), a key brand model, was given a new appearance.

e SLAVIA, a part of the INDIA 2.0 project, is available only in the Indian market.

e RAPID, popular due to its relatively low price, is available only in the Russian,
Chinese, and Indian markets.

e SCALA, characterized by its sporty design and high-level functionalities, replaced
the RAPID model on the Czech market.

e OCTAVIA (4" generation), available in liftback and estate versions and equipped
with advanced assistance systems, holds the title of the best-selling SKODA model.

o KAMIQ, the third company’s SUV, satisfies the needs of family-focused customers.
Another version, KAMIQ GT SUV Coupé, is sold exclusively in the Chinese market.

e KAROQ, the second company’s SUV, will be upgraded with plenty of improvements
in 2022,

e KUSHAQ, the first model in the INDIA 2.0 project, symbolises the beginning of a
new era at SKODA AUTO a.s. in India.

o KODIAQ, the first and largest SUV, was upgraded with animated indicators and
other features in 2021. The KODIAQ is also available in SPORTLINE, L&K, RS,
and GT.

e SUPERB, the company’s flagship, is also available in SCOUT and SPORTLINE
versions and in plug-in hybrid drive.

e ENYAQ 1V, the purely electric SUV, marks another step in bringing the
electromobility strategy of the company to fruition (SKODA AUTO a.s. 2021).

On January 31, 2022, the new SKODA ENYAQ COUPE RS iV World Premiere took place.
Table 5 illustrates in which production plants the individual models are manufactured. Most
models are produced in Mlad4 Boleslav. The production plant in Vrchlabi is not listed in the

table, as its main purpose is the production of gearboxes for SKODA and other VW Group
brands (SKODA Storyboard 2020)
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Table 5 - Models production based on production plants

cmao* FABIA RAPID OCTAVIA OCTAVIA  KAMIG KAMIQ KAROQ  KODIAQ KODIAQ SUPERB  SUPERB SCALA ENYAQ
v GT

v [ v v
@ Miada Boleslav (Czech Republic) ® @ ® e @ ® e
@ Kvasiny (Czech Repub ] kS ® @
Bratislava
@ Kaluga (Russia) @
@ Nizhny Novgorod (Russia) @ ] ®
@ Aurangabad (India) [ ]
@ Pune (India)

@ Yizheng (China)

@ Nanjing (China) @ () ®
@ Ningbo (China) B @

@ Changsha (China) [ ] e

® Solomonovo (Ukraine) ® @ @ L ]

Source: SKODA Storyboard (2020)

In September 2020, the former member of the Board for Sales and Marketing announced the
end of production of the CITIGO 1V model, which a similar model will not replace.

Consequently, Slovakia’s production plant does not manufacture the CITIGO 1V anymore.
4.2.1 Board of Management of SKODA AUTO a.s.

As of December 31, 2021, the Board of Management comprises seven members, namely:

e Dipl.-Ing. Thomas Schifer — Chairman of the Board of Management,

e Maren Grif — People and Culture,

e Ing. Martin Jahn — Sales and Marketing,

e Dr.-Ing. Johannes Neft — Technical development,

e Dr. Michael Oeljeklaus — Production and Logistics,

e Dipl.-Vw. Christian Schenk — Finance and IT,

e Dipl.-Ing. Karsten Schnake — Procurement (SKODA AUTO a.s. 2021).

The Supervisory Board is superior to the Board of Management and comprises nine
members. The main task of the Supervisory Board is to control and monitor the Board of
Management’s actions. After the meeting of the Supervisory Board, which took place on
December 9, 2021, Mr. Herbert Diess announced that the current head of SKODA AUTO,
Mr. Thomas Schéffer, will take over the management of Volkswagen from July 1, 2022,
where he will replace Mr. Ralf Brandstatter. The current head of Volkswagen will take over

Volkswagen’s activities in China from August 2022 (Kinkor 2021).
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As of July 1, 2022, the new Chairman of the Board of Management of SKODA AUTO a.s.
will be Klaus Zellmer, who is currently the Volkswagen brand Board member responsible

for Sales, Marketing, and After Sales.
4.2.2 Financial characteristics of SKODA AUTO a.s.

The financial results of SKODA AUTO as. are reported in accordance with IFRS. The fiscal
year 2021 was significantly affected by the impact of the pandemic, which caused
bottlenecks in the supplies, especially a shortage of semiconductors and other components.
All these issues led to a strict cost reduction, which resulted in a positive operating result
and financial stability. The key figures of SKODA AUTO a.s. are deliveries to customers,

sales revenue, gross profit, net liquidity, the investment ratio, and the equity ratio.
Deliveries to customers

SKODA AUTO as. delivered a total of 878,202 cars in 2021, representing a decline of
12.6% from the previous year, caused by the pandemic and the shortage of semiconductors.
Figure 10 distinguishes deliveries to customers according to the major markets. Data are

obtained from the annual report, which is considered a primary source of information.

Deliveries to customers based on major markets (units)
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Figure 10 - SKODA AUTO a.s. deliveries to customers based on major markets (units)
Source: Own processing according to SKODA AUTO a.s. (2021)
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In Germany, the biggest market of the company, it was delivered 136,781 cars to customers,
which is a 15.4% fall from the previous year. Russia moved up to second place in deliveries
to customers but marked a drop of 4.4%.The Czech Republic also experienced a drop of 4%,
which was caused (as in the case of other markets) by an insufficient market coverage due
to a lack of semiconductors and other components. SKODA AUTO a.s. was also hit by a
huge fall in deliveries to China, the previous largest market. Consequently, China lost its
leading position after several years as a result of persistent price wars with competitors.
However, there is an effort to increase deliveries to China again. On the other hand, SKODA
AUTO a.s. experienced a growth in the deliveries to India by 108.9% as a result of the launch
of KUSHAQ. Norway is not listed in the graph as it is currently not considered one of the
largest markets, however, there was a rise of 36.9% in the deliveries in 2021, which was
caused mainly by a high demand for a purely electric vehicle, ENYAQ iV (SKODA AUTO
a.s. 2021).

Sales

Since 2020, the company’s management has taken several measures to mitigate the effects
of the pandemic, particularly in the areas of cost savings, capital expenditures, and working
capital optimization. Due to a shortage of semiconductors, the company's production plants
were required to reduce car production, resulting in a drop in sales. The production
curtailment also resulted in an increase in personnel costs which, together with the decrease
in sales, had an impact on the company’s financial performance. The sales revenues
decreased by 0.4% from the previous year and reached CZK 422.6 billion. However, the
return on sales rose to 6.5% from the previous 4.2%. The evolution of the company’s sales

revenue is illustrated in Figure 11.

72



Sales revenue of SKODA AUTO a.s. (CZK billion)
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Figure 11 - Sales revenue of SKODA AUTO a.s. (CZK billion)

Source: Own processing according to SKODA AUTO a.s. (2021)

Until 2019, the company’s sales revenue was growing steadily and reached a peak at the
total amount of 459,122 million CZK. Since 2020, the company has been experiencing a
decline in sales revenue due to a significant reduction in car production caused by a lack of

semiconductor supplies (SKODA AUTO a.s. 2021).

Assets

The company’s statement of the financial position reached CZK 231.5 billion in 2021,
representing a rise of CZK 3.5 billion from the previous year. Non-current assets increased
slightly year-on-year by 0.2% to CZK 144.9 billion, while current assets climbed to CZK
86.6 billion as of December 31, 2021, from the previous CZK 83.3 billion. This rise in the
total assets occurred as a result of increased work in progress because of the lack of
semiconductor supplies. Net liquidity experienced a significant fall since 2017, when its
amount was CZK 95,078 million, to the year 2020, when the net liquidity was almost six
times lower. As of December 2021, the net liquidity stood at CZK 20,418 million, however,
it is still much lower than in 2017 (SKODA AUTO a.s. Annual Report 2021).

Capital structure

Equity increased by CZK 6.6 billion in 2021 to a total of CZK 101.5 billion from the previous
CZK 94.92 billion, especially as a result of a growth in the economic result. In addition, the
equity ratio stood at 43.8% in 2021. On the other hand, current liabilities declined to CZK
26.1 billion, and non-current liabilities decreased to CZK 103.8 billion in comparison with
the previous year. The company used its capital to invest in new models, technologies,
electromobility, and digitalisation, and the investment ratio stood at 3.6% as of December

2021 (SKODA AUTO a.s. 2021).
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4.3 Automobile industry analysis

The automotive industry, like other economic activities, is included in a uniform
classification of economic activities NACE, which has been used in the Czech Republic
since 2008. This classification is mandatory for all members of the European Union. The
CZ-NACE code is used for activities performed within the Czech Republic. The
classification of the automotive industry according to the CZ-NACE classification is

following:
C Manufacturing industry
29 Manufacture of motor vehicles, trailers, and semi-trailers
29.1 Manufacture of motor vehicles and their engines
29.2 Manufacture of motor vehicle bodies, production of trailers and semi-trailers
29.3 Manufacture of parts and accessories for motor vehicles and their engines
(Ministerstvo pramyslu a obchodu Ceské republiky 2009)

The Czech automotive industry, as a part of the manufacturing industry, is one of the key
industries contributing significantly to gross domestic product creation. There are three key
car manufacturers in the Czech Republic which are SKODA AUTO a.s., TPCA, and
Hyundai Motor Manufacturing Czech. Moreover, the Czech Republic plays an important
role for other related sectors mainly due to its unique location, infrastructure, skilled
workforce, and excellent opportunities for suppliers. Figure 12 illustrates the automobile

manufacturers and their suppliers located in the Czech Republic (Czech Invest 2019).
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Figure 12 - Automobile manufacturers and their suppliers in the Czech Republic
Source: Czech Invest (2019)

The suppliers mainly produce vehicle components. Nowadays, the automobile industry also
closely cooperates with other sectors, such as research and development, because of

developing new technologies and electromobility components.

The Czech Republic is the second largest car manufacturer in the world per capita and the
fourth largest EU car manufacturer. Additionally, the Czech Republic is ranked eleventh in
the production of passenger cars (AutoSAP 2020). However, the Czech Republic
experienced the deepest economic fall. GDP fell by a record of 5.8% in 2020 due to the
Covid-19 pandemic, which resulted in a production reduction and other issues. The expected
recovery in 2021 was coming only slowly and only in some sectors of the economy. The
industry as a whole has not yet achieved complete recovery, mainly because of the
automotive industry, which has been hit by further issues such as supply chain disruption
issues. These issues have been caused by an increase in input and shipping prices and a
shortage of production components, especially semiconductors (Ministerstvo prumyslu a

obchodu Ceské republiky 2021).

Based on advanced indicators, predictions of reputable institutions, as well as the latest
developments in new industrial orders, the gradual recovery of domestic industry is
expected. In the 3™ quarter of 2021, the production of the automotive industry was 22.9%
lower than in the previous year, which was also the largest decline in the entire

manufacturing industry. Sales in the Czech industry in the 3™ quarter of 2021 rose by 2%
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and in the manufacturing industry by 2.4%. However, the automobile industry sales
decreased by 20.2%, which was the highest decline in sales within the manufacturing
industry. Consequently, the automotive industry sales dragged down the industry sales as a

whole (Ministerstvo primyslu a obchodu Ceské republiky 2021).

The motor vehicle fleet grew by 221,212 vehicles to 8,558,529 in 2021, and its average
lifespan reached 18.58 years, which is 0.3 years more than in the previous year. The increase
experienced all motor vehicle categories except tractors. In the passenger cars category, of
which 6,293,125 were registered as of December 31, 2021, the average lifespan rose to 15.58
years. In this category, the shortage of new vehicles has a significant impact on aging, as
well as the composition of imports of used vehicles, of which more than 50% are older than

10 years and 21% older than 15 years (Svaz dovozct automobila 2022).

Figure 13 illustrates summary data about the production, domestic sales, and export of basic

categories of motor vehicles from 2017 to 2021.

Summary data about motor vehicles from 2017 to 2021 (units)
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2017 2018 2019 2020 2021

® Production 1,421,324 1,444,608 1,433,760 1,159,704 1,112,467

= Sales 112,409 111,154 111,295 99,425 99.076
Export 1,313,098 1,338,084 1,326,779 1,063,455 1,014,174

Figure 13 - Data about production, sales, and export of motor vehicles (2017 to 2021)
Source: Own processing according to AutoSAP (2021)

Until 2018, the production and export of motor vehicles were steadily increasing, while the
domestic sales were gradually decreasing. The figures in 2019 decreased because of several
reasons, especially the transition to electromobility and Brexit. The automobile industry
experienced a significant decline as a consequence of the Covid-19 pandemic in 2020.
Although, the expected recovery did not occur in 2021 because of an increase in input and

shipping prices and a shortage of production components, especially semiconductors.
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4.3.1 SKODA AUTO a.s. financial figures compared to the industry average

An understanding of the automotive industry and its development is essential to be able to
compare the financial performance of any car manufacturer with an industry average. As
these averages relate to the Czech industry, it would not be desirable to compare them with
financial figures of car manufacturers registered in other countries, such as SEAT S A,
which is registered in Barcelona, Spain, and Volkswagen, which is registered in Wolfsburg,
Germany. For this reason, the industrial averages will be compared only with SKODA
AUTO a.s. financial figures since the company is registered in Prague, Czech Republic.
Tables 6 and 7 compare the company’s financial figures with the industry averages obtained
from the statistics of the Ministry of Industry and Trade of the Czech Republic from 2015 to
2019 and then calculated, as the data about the last two years have not been published yet.

The company’s financial figures are calculated based on the data from the annual reports.

Table 6 - Czech industry averages from 2015 to 2019

Industry averages 2015 2016 2017 2018 2019
ROE 16.90% 14.89% 14.90% 13.28% 23.32%
ROA 10.75% 9.73% 9.59% 8.68% 8.34%
Total assets turnover 1.39 1.34 1.37 1.35 1.40
Inventory turnover 8.94 8.50 8.48 7.99 8.38
Current ratio 1.57 1.59 1.56 1.53 1.56
Quick ratio 1.12 1.13 1.10 1.05 1.07
Cash ratio 0.27 0.28 0.27 0.25 0.25
Debt ratio 48.63% 47.78% 49.10% 48.79% 47.23%
Equity ratio 51.08% 51.12% 50.36% 50.58% 52.17%
Debt-to-equity ratio 95.20% 93.47% 97.50% 96.45% 90.53%
Source: Own processing according to Ministry of Industry and Trade (2015-2019)
Table 7 - SKODA AUTO a.s. financial figures from 2015 to 2019
SKODA AUTO a.s. 2015 2016 2017 2018 2019
ROE 26.23% 18.29% 27.10% 25.87% 28.91%
ROA 17.35% 13.54% 16.16% 15.43% 15.40%
Total assets turnover 1.55 1.53 1.62 1.90 1.90
Inventory turnover 20.83 21.62 23.13 20.62 18.47
Current ratio 1.43 1.71 1.24 1.14 0.93
Quick ratio 1.21 1.49 1.09 091 0.70
Cash ratio 0.94 1.02 0.83 0.52 0.43
Debt ratio 42.0% 39.7% 53.2% 49.1% 54.6%
Equity ratio 58.0% 60.3% 46.8% 50.9% 45.4%
Debt-to-equity ratio 72.46% 65.85% 113.53% 96.39% 120.42%

Source: Own processing according to SKODA AUTO a.s. (2015-2019)




The profitability ratios of SKODA AUTO a.s. are steadily higher than the industry averages
in 2017 and 2018, even almost twice, which indicates the stable financial health of the
company and its outstanding ability to generate profit from its equity and assets. At the same
time, the rule ROE is higher than ROA is met. However, the figures of ROE and ROA
decreased by a few percent in 2018 compared to previous years because of a slump in EAT
(and EBIT). Expenditures related to changes in emissions legislation, expenditures on new
products, technologies, electromobility, and increased personnel costs are behind this
reduction. Additionally, SKODA AUTO a.s. total assets turnover is higher each year than
the industry average, which is always more favourable as it means that the company is
generating more revenue per CZK of assets. The growing trend of the total assets turnover
is caused by increasing sales resulting from a larger number of passenger cars sold. SKODA
AUTO a.s. inventory turnover is significantly higher than the industry average, usually more
than twice. Nevertheless, the inventory turnover fell over the years because of an increase in
the company’s work in progress in 2018 and finished products and goods in 2019. Generally,
the higher the ratio, the better as it indicates strong sales. High-volume industries tend to

have high inventory turnovers.

The current ratio has been below the industry average throughout the years, except for the
year 2016. The main reason for such a low level from 2017 to 2019 is the increase in trade
payables and the decrease in current assets, especially cash and cash equivalents. In 2017,
the decision to pay a dividend was also the reason for the increase in current liabilities to
CZK 116.6 billion, as the dividend was not paid at the end of the year. In 2019, the dividend
was paid from retained earnings of previous years 2017 and 2018. Consequently, the current
ratio did not reach an ideal value in the range of 1.5 — 2.0 in 2015 and from 2017 to 2019.
Based on these values, the company looks like it did not have enough assets to repay its
liabilities. For this reason, the quick and cash ratios must be calculated, too. The quick ratio
had higher values than the industry average until 2017. Since 2017, the current assets
decreased, however, the inventories which are deducted from current assets increased, and
thus the quick ratio declined significantly. Similar to the current ratio, the quick ratio did not
reach an ideal value in the range of 1 — 1.5 in 2018 and 2019. Howeyver, the cash ratio, which
is the strictest as it includes only cash and cash equivalents, was higher than the industry
averages over the years. It can even be noted that the company holds more cash and cash
equivalents than necessary, as the ideal values are in the range of 0.2 - 0.5. The leverage

ratios of SKODA AUTO a.s. are mainly influenced by a decrease in equity, which was
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caused by a dividend payment in 2017. Moreover, the non-current liabilities increased as a
consequence of an extended warranty and the increase in reserves in 2019. Therefore, the
debt ratio has increased and exceeded industry averages since 2017. Even though the values
exceeded industry averages, they are still considered the ideal values as they are in the range
of 30-60%. Contrary, the equity ratio experienced an inverted development and was below
the industry average in 2017 and 2019. Despite the lower values compared to the industry

average, the equity ratio reached ideal values (70-40%) over the years.

The debt-to-equity ratio was below the industry average, except for the years 2017 and 2019,
which is desirable as it indicates financing the company’s growth not only with debts.
Besides, debt-to-equity ratios did not exceed the critical value of 200% over the years and

thus are associated with low financial risk (SKODA AUTO a.s. 2015-2019).

4.4 Analysis of absolute indicators of SKODA AUTO a.s

This chapter includes the analysis of absolute indicators based on performing horizontal and
vertical analyses of the statement of financial position and statement of profit or loss and
other comprehensive income. Changes in the structure of assets, liabilities, revenues, and
expenses will be calculated. The indicators draw on the company’s financial statements for

the last five accounting periods (2017-2021).
4.4.1 Horizontal analysis of assets, equity, and liabilities

For performing the horizontal analysis of assets, Table 8 has been created to represent the
selected items of assets from 2017 to 2021. Then, Table 9 illustrates the performed horizontal

analysis, including absolute and percentage changes of these assets.
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Table 8 - Financial expression of assets (CZK million)

Year
Item
2017 2018 2019 2020 2021
Intangible assets 23,497 30,589 39,422 44,600 48,697
Property, plant and equipment | 66,060 72,767 87.316 85,632 81,867
Investments in subsidiaries 79 149 594 600 228
Investments in associates 2,352 2,356 2,356 2,356 2,934
gggeél?;t;‘;‘fzs:efcewables 12,890 11,469 9,473 10,196 10,291
Deferred tax asset 1,797 1,541 2,363 1,267 885
Non-current assets 106,675 118,871 141,524 144,651 144,902
Inventories 17.614 20211 24,863 24516 31,901
Trade receivables 18,452 22,614 21,686 31,665 22.784
g;gflifa‘irzgé trsecelvables and 4971 3,869 831 2,500 3,885
Current non-financial assets 5,946 6,127 6,978 5,982 5,333
Prepaid income tax 0 1,780 0 0 236
Cash and cash equivalents 97,201 45,846 45,753 18.669 22.422
Current assets 144,184 100,447 100,111 83,332 86,561
Total assets 250,859 219,318 241,635 227,983 231,463
Source: Own processing according to SKODA AUTO a.s. (2017-2021)
Table 9 - Horizontal analysis of assets (CZK million)
S 2018/2017 2019/2018 2020/2019 2021/2020

ABS % ABS % ABS % ABS %
Intangible assets 7092 | 30.18% | 8.833 | 28.88% | 5178 | 13.13% | 4.097 | 9.19%
Property. plant. and 6,707 | 10.15% | 14,549 | 19.99% | -1.684 | -1.93% | -3.765 | -4.40%
equipment
iﬁﬁif&ﬁgj in 70 | 8861% | 445 [29866% | 6 101% | 372 | 62.00%
Investments in associates 4 0.17% 0 0.00% 0 0.00% 578 24.53%
Other non-current
receivables and financial | -1.421 | -11.02% | -1996 | -17.40% | 723 7.63% 95 0.93%
assets
Deferred tax asset 256 | -1425% | 822 | 53.34% | -1.096 | -4638% | -382 | -30.15%
Non-current assets 12,196 | 11.43% | 22,653 | 19.06% | 3,127 | 221% 251 0.17%
Inventories 2,597 | 1474% | 4.652 | 23.02% | -347 | -140% | 7.385 | 30.12%
Trade receivables 4162 | 2256% | 928 | -4.10% | 9979 | 46.02% | -8.881 | -28.05%
S;g‘gi;ifg;:;:gables 1102 | 22.17% | 3,038 | -78.52% | 1,669 |200.84% | 1385 | 55.40%
gszgzm non-financial 181 3.04% 851 13.89% | -996 | -1427% | -649 | -10.85%
Prepaid income tax 1,780 X 0 -100.00% 0 0.00% 236 X
S(?sggl‘i;“h 51,355 | -52.83% | -93 0.20% | -27.084 | -59.20% | 3.753 | 20.10%
Current assets 43,737 | -3033% | -336 | -0.33% | -16,779 | -16.76% | 3,229 | 3.87%
Total assets 31,541 | -1257% | 22,317 | 10.18% | -13,652 | -5.65% | 3480 | 1.53%

Source: Own processing according to SKODA AUTO a.s. (2017-2021)
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The total value of assets declined by 7.7%, alternating decreases and increases during the
five-year period. The assets’ decline was caused by the gradual reduction of current assets.
The development of net liquidity was the main factor projected in this decrease. Moreover,
the cash and cash equivalents fell in 2020 by 59.20%, representing a decrease of CZK 27,084
million, due to the uncertain pandemic situation. The largest decrease by CZK 43,737
million in current assets was recorded in 2018. The total amount of inventories increased
significantly by more than 81% during the five-year period as a result of the growing number
of work in progress due to the pandemic and the lack of components, especially
semiconductors. For this reason, the inventories climbed by almost 30% in 2021, which
represents more than CZK 7,385 million, and thus increased the value of current assets in
2021. Trade receivables, other current receivables, and financial assets experienced jumps
and falls. The trade receivables experienced growth of 23.5% during the five-year period.
The lowest amount of trade receivables (CZK 18,452 million) was recorded in 2017, and the
highest peak was reached in 2020 in the amount of CZK 31,665 million. In 2020, the trade
receivables climbed by more than 46%, representing the amount of CZK 9,979 million.
However, in 2021, they fell by CZK 8,881 million. The other current receivables and
financial assets noted a rapid growth of more than 200% in 2020 and 55.4% in 2021.

The non-current assets experienced growth, which gradually slowed down. During the five-
year period, the non-current assets rose by almost 36%. The investment in subsidiaries
increased its value over the years by 188,81%. The transactions with Volkswagen AG and
the establishment of the company DigiLab s.r.0., whose 100% parent company is SKODA
AUTO a.s. since 2017, are considered the reasons for the growth in investments. There was
a significant decrease in subsidiary investments in 2021 by 62%. On the other hand, for the

period 2018/2019, the investments in subsidiaries increased by almost 300%.

An important component of non-current assets is intangible assets, which recorded a growth
of 107% in the five-year period and thus contributed significantly to maintaining the value
of total assets. The main reason for such an increase was the research and development costs
of new models, new engines, production of batteries, electromobility, and digitalization.
However, in the last year, the growth of intangible assets slowed and was only 9.19% in
2021, mainly because of the cost reduction as a result of the Covid-19 pandemic and other
above-mentioned issues. Despite this fact, the intangible assets reached a peak in 2021 at the

amount of CZK 48,697 million. Property, plant, and equipment rose by almost 24% during
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the five-year period. However, they increased only until 2019 to the amount of CZK 87,316
million. At the turn of 2018/2019, the property, plant, and equipment rose by almost 20%
(CZK 14,549 million) as a result of an increase in technical equipment, machinery, tooling,
office, and other equipment. At the turn of 2020/2021, they declined by CZK 4.4 million as
a result of a fall in advances paid and assets under construction. The amount of other non-
current receivables and financial assets were gradually falling until 2019, and since then,
they have relatively grown. At the turn of 2018/2019, the largest decline occurred by more
than 17% (CZK 1,996 million). One year later, the other non-current receivables and
financial assets rose by 7.63% (CZK 723 million). Based on the same principle, the
horizontal analysis of equity and liabilities is performed below. Table 10 expresses the
selected items of equity and liabilities from 2017 to 2021 in CZK million obtained from
annual reports, while Table 11 illustrates the performed horizontal analysis of the statement

of financial position, including absolute and percentage changes of the equity and liabilities.

Table 10 - Financial expression of equity and liabilities

Item Year
2017 2018 2019 2020 2021

Share capital 16,709 16,709 16,709 16,709 16,709
Share premium 1,578 1,578 1,578 1,578 1,578
Retained earnings 88,177 85,078 87,877 71,372 78,612
Other reserves 11,020 8,309 3,462 5,261 4,629
Equity 117,484 | 111,674 | 109,626 | 94,920 | 101,528
Non-current financial liabilities 94 259 2,864 2.404 2,322
Non-current non-financial liabilities 3,356 6,207 6,837 6,783 7,017
Non-current provisions 13,302 13,120 15,169 17,242 16,757
Non-current liabilities 16,752 19,586 24,870 26,429 26,096
Trade liabilities 43,350 57,600 70,267 66,153 58,230
Other current financial liabilities 39,014 492 1,752 1,376 1,720
Current non-financial liabilities 9,007 9,542 15,212 12,576 14,811
Current income tax liabilities 2,165 0 691 260 0
Current provision 23,087 20,424 19,217 26,269 29,078
Current liabilities 116,623 | 88,058 | 107,139 | 106,634 | 103,839
Total equity and liabilities 250,859 | 219,318 | 241,635 | 227,983 | 231,463

Source: Own processing according to SKODA AUTO a.s. (2017-2021)
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Table 11 - Horizontal analysis of equity and liabilities (CZK million)

i 2018/2017 2019/2018 2020/2019 2021/2020

m

¢ ABS % ABS % ABS % ABS %
Share capital 0 0.00% 0 0.00% 0 0.00% 0 0.00%
Share premium 0 0.00% 0 0.00% 0 0.00% 0 0.00%
Retained earnings 3.099 | 3.51% | 2799 | 3.29% | -16,505 | -18.78% | 7.240 | 10.14%
Other reserves 2711 | 24.60% | -4847 | -5833% | 1799 | 51.96% | -632 | -12.01%
Equity 5810 | -4.95% | 2,048 | -1.83% | -14706 | -13.41% | 6.608 | 6.96%
E;blﬁict‘ilerzem financial 165 | 17553% | 2.605 |100579%| -460 | -1606% | -82 3.41%
Non-current non- 2851 | 84.95% 630 10.15% -54 0.79% 234 3.45%
financial liabilities

Non-current provisions 182 | -137% | 2,049 | 1562% | 2073 | 13.67% | -485 | -2.81%
Non-current liabilities | 2.834 | 16.92% | 5284 | 26.98% | 1559 | 627% 333 | -1.26%
Trade liabilities 14250 | 32.87% | 12.667 | 21.99% | 4114 | -585% | -7.923 | -11.98%
S;L‘flri;;“em financial | 40 577 | 9874% | 1260 |256.10% | -376 | 2146% | 344 25.00%
lci;lgfi‘t‘iteg"“‘ﬁnamal 535 594% | 5670 | 5942% | -2.636 | -17.33% | 2235 | 17.77%
lci;lgfi‘t‘itelsncome tax 2,165 | -100.00% | 691 X 431 | -6237% | -260 | -100.00%
Current provisions 2,663 | -11.53% | -1207 | -591% | 7.052 | 36.70% | 2.809 | 10.69%
Current liabilities 28565 | 24.49% | 19,081 | 2167% | -505 | 047% | -2795 | -2.62%
1Ti:1t)?1litei(ellsmy and 31,541 | -12.57% | 22317 | 10.18% | -13.652 | -5.65% | 3.480 1.53%

Source: Own processing according to SKODA AUTO a.s. (2017-2021)

The total equity and liabilities decreased by CZK 19,396 million, representing 7.7% during
the five-year period. Generally, the total equity and liabilities experienced both increases and
decreases, but the decreases prevailed. They reached CZK 250,859 million in 2017, which
was considered the highest amount throughout the period. However, at the turn of
2017/2018, they experienced a decrease by CZK 31,541 million, representing 12.57%,
which was caused mainly by a significant decline in current liabilities. At the turn of
2018/2019, they increased by CZK 22,317 million, representing more than 10%, due to a
higher amount of current and non-current liabilities. The equity dipped during 2017 by CZK
20,100 million to a total of CZK 117,484 million. The sole shareholder’s decision to use
retained earnings to pay out approximately CZK 38,500 million in dividends triggered the
drop in equity. Moreover, the equity dropped by CZK 14,706 million, representing 13.4%,
due to a decrease in the economic result at the turn of 2020/2019. At the turn of 2020/2021,
the equity rose by CZK 6,608 million. Shared capital and shared premium did not change at
all over the period. The retained earnings dropped by CZK 9,565 million, representing
10.8%, over the five-year period as a result of dividend payment. The retained earnings
decreased significantly at the turn of 2019/2020 by 18.8%. The other reserves reported a
decline of CZK 6,391 million (58%) over the five-year period due to the fall in the reserves

for cash flow hedges.
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The non-current liabilities grew by 55.6% during the whole period, which represents CZK
9,433 million. The main reason for such an increase in non-current liabilities is driven mainly
by the inclusion of liabilities from the future leasing payments, increase in provisions,
advances received, liabilities to employees, and contract liabilities arising from extended

guarantees, which rose the non-current non-financial liabilities by almost 1,006% in 2019.

On the other hand, the current liabilities dipped by almost 11% during the five-year period
and experienced a significant fall in 2018 by almost 24.5% (CZK 28,565 million), which
was caused by paying out the dividend from retained earnings related to the previous
accounting periods. The trade liabilities increased throughout the five-year period by 34%,
representing CZK 14,880 million. However, they dropped by 5.85% (CZK 4,114 million) in
2020 and by almost 12% (CZK 7,923 million) in 2021 due to a decrease in advanced
payments from customer contracts and trade liabilities to third parties. The other current
financial liabilities fell significantly in 2018 by almost 99% (CZK 38,522 million) as the
dividend was paid out, and thus the liability was extinguished. Moreover, the current
provisions dropped in 2019 to CZK 19,217 million, but then they were continuously growing
due to the increased provision for warranty claims and recycling, covering emission

expenditures, employee benefits, and litigation risk.

4.4.2 Horizontal analysis of revenues, expenses, and income

Table 12 expresses the selected items of revenues, expenses, and income from 2017 to 2021
in CZK million obtained from annual reports. Afterwards, Table 13 illustrates the performed
horizontal analysis of the Company’s income statement, including absolute and percentage

changes in the revenues, expenses, and income.
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Table 12 - Financial expression revenues, expenses, and income (CZK million)

Item Year
2017 2018 2019 2020 2021
Sales from cars 343,452 | 347256 | 382,122 | 343,502 | 327,656
Sales from spare parts and accessories 21,064 21,459 23,572 21,356 23,940
Supplies of components (VW Group) 34,183 34,249 38,631 44,847 50,999
Income from licence fees 2,636 2,307 3,479 3,127 2,215
Revenues from services 2,916 3,338 5,370 7,264 9,493
Other 3,149 4,544 3,866 4,189 6,893
Gains from derivative transactions 0 3,542 2,082 7 1,411
Total sales 407,400 | 416,695 | 459,122 | 424,292 | 422,607
Cost of sales 347,519 | 359421 | 397,086 | 381,221 | 380,689
Gross profit 59,881 57,274 62,036 43,071 41,918
Distribution expenses 15,040 14,046 14,735 12,349 10,287
Administrative expenses 9,710 12,366 13,234 13,565 12,271
Other operating revenues 13,397 8,690 8,143 12,508 13.876
Other operating expenses 7,997 5,712 4,990 12,349 7,020
Operating profit 40,531 33,840 37,220 17,316 26,216
Financial revenues 3,373 1,793 1,959 2.842 2.460
Financial expenses 4,779 502 681 2.295 1,356
Net financial result (1406) 1,291 1,278 547 1,104
Profit before tax 39,125 35,131 38,498 17,863 27,320
Income tax expense 7,284 6,239 6,809 2,688 4,910
Profit for the year 31,841 28,892 31,689 15,175 22,410

Source: Own processing according to SKODA AUTO a.s. (2017-2021)
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Table 13 - Horizontal analysis of revenues, expenses, and income (CZK million)

2018/2017 2019/2018 2020/2019 2021/2020
Item ABS % ABS % ABS % ABS %
Sales of cars 3,804 1.11% 34,866 10.04% | -38,620 | -10.11% | -15,846 | -4.61%
Sales of spare parts and accessories 395 1.88% 2,113 9.85% -2,216 -9.40% 2,584 12.10%
Supplies of components 66 0.19% 4,382 12.79% 6,216 16.09% 6,152 13.72%
Income from licence fees -329 -12.48% 1,172 50.80% -352 -10.12% 912 -29.17%
Revenues from services 422 14.47% 2,032 60.87% 1,894 35.27% 2,229 30.69%
Other 1,395 44.30% -678 -14.92% 323 8.35% 2,704 64.55%
Gains from derivative transactions 3,542 X -1,460 -41.22% -2,075 -99.66% 1,404 200;)7 14
Total sales 9,295 2.28% 42,427 | 10.18% | -34,830 | -7.59% -1,685 -0.40%
Cost of sales 11,902 3.42% 37,665 10.48% | -15,865 | -4.00% -532 -0.14%
Gross profit -2,607 -4.35% 4,762 831% | -18,965 | -30.57% | -1,153 -2.68%
Distribution expenses -994 -6.61% 689 4.91% -2,386 | -16.19% | -2,062 | -16.70%
Administrative expenses 2,656 27.35% 868 7.02% 331 2.50% -1,294 -9.54%
Other operating revenues -4,707 -35.13% -547 -6.29% 4,365 53.60% 1,368 10.94%
Other operating expenses -2,285 | -28.57% =722 -12.64% 7,359 147.47% | -5329 | -43.15%
Operating profit -6,691 | -16.51% | 3,380 9.99% | -19,904 | -53.48% | 8,900 51.40%
Financial revenues -1,580 | -46.84% 166 9.26% 883 45.07% -382 -13.44%
Financial expenses -4,277 | -89.50% 179 35.66% 1,614 | 237.00% -939 -40.92%
Net financial result 2,697 | -191.82% -13 -1.01% -731 -57.20% 557 101.83%
Profit before tax -3,994 | -10.21% | 3,367 9.58% | -20,635 | -53.60% | 9,457 52.94%
Income tax expense -1,045 | -14.35% 570 9.14% -4,121 | -60.52% | 2,222 82.66%
Profit for the year -2,949 -9.26% 2,797 9.68% | -16,514 | -52.11% | 7,235 47.68%

Source: Own processing according to SKODA AUTO a.s. (2017-2021)

Revenues of SKODA AUTO a.s. comprise sales from cars, sales from spare parts and
accessories, supplies of components within Volkswagen Group, income from licence fees,
revenues from services, gains from derivative transactions, and other revenues, however, the
most significant impact on the revenues has the number of cars sold. During the five-year
period, the total revenues increased by CZK 15,207 million, representing only 3.7%. The
horizontal analysis showed a drop in revenues by almost 7.6% at the turn of 2019/2020 and
0.4% at the turn of 2020/2021. The decreases were caused unequivocally due to the Covid-
19 pandemic, which restricted the car sales as a result of closed dealerships and other issues.
Moreover, the lack of components deepened the decline as the vehicles could not be sold,
and thus the cars stood in the parking lots. The total sales from cars dipped by CZK 15,706
million, representing 4.6%. Also, the revenues from services and supplies of components
within the Volkswagen Group were growing continuously and became an important part of
sales. The gains from the derivative transaction — hedges receivables increased by 20,057%
at the turn of 2020/2021. Other operating income, comprising income from licence fees not
relating to the ordinary activities, foreign exchange gains, gains from derivative transactions,
gains of non-current assets disposal, reversal of provisions, and reversal of loss allowance

provision for receivables, declined by CZK 479 million and financial income, comprising
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interest income, foreign exchange gains from cash and spot operations, dividend income,

and other financial income, fell by CZK 913 million during the whole period.

The cost of sales, including raw materials, goods, and other supplies, recorded a gradual
growth until 2020, and since then, as the Covid-19 pandemic occurred, the company decided
to reduce the cost to improve its financial situation. Despite the necessary cost reduction, the
cost of sales increased during the five-year period by CZK 33,170 million, representing
9.5%. Furthermore, the distribution expenses, including material costs, advertising, sales
promotion, market research, customer service, and costs of shipping, were gradually
decreasing and were finally reduced to CZK 10,287 million. They dipped by CZK 4,753
million, representing 31.6%. The administrative expenses, including personnel costs and
overheads, were gradually increasing during the five-year period, except for the year 2021.
The administrative expenses, especially wages, climbed because a relatively large portion of
workers had to remain at home with 85% of their wages as the production of cars was limited
after the pandemic. Other operating expenses, including foreign exchange losses, losses from
derivative transactions, receivables write-offs and impairments, additions to provisions for
mitigating risks, and provisions for other business risks, reached a peak in the amount of
CZK 12,349 million in 2020. However, they dropped by CZK 977 million, representing
12.2% during the five-year period. Financial expenses, which comprise interest expense of
lease liabilities, other interest expenses, foreign exchange losses from cash and spot
operations, factoring fees, and other financial expenses, declined by CZK 3,423 million,

representing 71.6%, during the whole period.

The economic result stood positive each year, but it experienced a considerable decline by
CZK 9,431 million, representing 29.6%, during the five-year period. A drop in the amount
of CZK 16,514 million, representing 52.11%, occurred in 2020 as a result of the issues
related to the Covid-19 pandemic. In the following year, the economic result improved
despite the lack of components and production limitation by CZK 7,235 million. The year
2019 was the most successful financial year in the history of SKODA AUTO a.s. because of
record sales and turnover, the value of operating profit, outstanding financial performance
and stability, successful measures, and rising volume and better structure of sales. Since

2020, SKODA AUTO a.s. has been experiencing critical years as well as other businesses.
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4.4.3 Vertical analysis of assets, equity, and liabilities

The vertical analysis illustrates the structure of financial statements and expresses each
financial item as a percentage of a base figure. Table 14 shows the performed vertical
analysis of the company’s assets from 2017 to 2021 in CZK million. Figure 15 represents

the percentage of individual items contributing to the total amount of the company’s assets.

Table 14 - Vertical analysis of assets (CZK million)

Year

2017 2018 2019 2020 2021
Intangible assets 22.03% 25.73% 27.86% 30.83% 33.61%
Property, plant and equipment | 61.93% 61.22% 61.70% 59.20% 56.50%
Investments in subsidiaries 0.07% 0.13% 0.42% 0.41% 0.16%
Investments in associates 2.20% 1.98% 1.66% 1.63% 2.02%
Other non-current receivables |15 oo, | g 650, 6.69% 7.05% 7.10%
and financial assets
Deferred tax asset 1.68% 1.30% 1.67% 0.88% 0.61%
Non-current assets 42.52% 54.20% 58.57% 63.45% 62.60%
Inventories 12.22% 20.12% 24.84% 29.42% 36.85%
Trade receivables 12.80% 22.51% 21.66% 38.00% 26.32%
Other current receivables and | 5 50, 3.85% 0.83% 3.00% 4.49%
financial assets
Current non-financial assets 4.12% 6.10% 6.97% 7.18% 6.16%
Prepaid income tax 0.00% 1.77% 0.00% 0.00% 0.27%
Cash and cash equivalents 67.41% 45.64% 45.70% 22.40% 25.90%
Current assets 57.48% 45.80% 41.43% 36.55% 37.40%
Total assets 100.00% | 100.00% | 100.00% | 100.00% | 100.00%

Source: Own processing according to SKODA AUTO a.s. (2017-2021)

The structure of total assets was slightly changing during the five-year period. The total
assets comprised 42.52% of non-current assets in 2017, and its portion was gradually
increasing to 54.20% in 2018, 58.57% in 2019, and finally 63.45% in 2020. In the following
year, the non-current assets experienced a gentle drop to 62.60%. The current assets
represented 57.48% of total assets in 2017, and since then, they started to decline to 45.80%
in 2018, 41.43% in 2019, and finally 36.55% in 2020. At the end of the period, the current
assets recorded a slight increase to 37.40%. Two-thirds of non-current assets were created
by property, plant, and equipment, followed by intangible assets and non-current receivables
and financial assets, representing one-third of total assets. Investments in subsidiaries and
associates, together with deferred tax assets, represented the smallest portion of the non-
current assets. At the beginning of the period, the cash and cash equivalents created two-

thirds of current assets, followed by trade receivables, inventories, and current non-financial
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assets. However, cash and cash equivalents were decreasing gradually, and in 2020, they
dipped significantly to 22.40%. Trade receivables reached a peak of 36% in 2020, which is
three times higher than at the beginning of the five-year period. The inventories rose
considerably because of the unfinished cars and thus contributed significantly to the total
amount of current assets. Current receivables and other financial assets, together with
prepaid income tax, represent the smallest portion of current assets. Figure 14 shows the

portion of current and non-current assets on total assets from 2017 to 2021.

Portion of currrent and non-current assets (2017-2021)
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Figure 14 - Portion of current and non-current assets (2017-2021)
Source: Own creation according to SKODA AUTO a.s. (2017-2021)

Figure 14 shows the growing trend of non-current assets on total assets during the five-year
period. In 2021, the growth of non-current assets stopped as the current assets increased
more noticeably as a result of the Covid-19 crisis when the level of inventories, especially
work in progress, increased due to a decrease in car production and a shortage of
components. Table 15 illustrates the performed vertical analysis of equity and liabilities from

2017 to 2021.
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Table 15 - Vertical analysis of equity and liabilities (2017-2021)

Year
2017 2018 2019 2020 2021

Share capital 14.22% 14.96% 15.24% 17.60% 16.46%
Share premium 1.34% 1.41% 1.44% 1.66% 1.55%
Retained eamings 75.05% | 76.18% | 80.16% | 75.19% | 77.43%
Other reserves 9.38% 7.44% 3.16% 5.54% 4.56%
Equity 46.83% | 50.92% | 45.37% | 41.63% | 43.86%
Non-current financial liabilities 0.56% 1.32% 11.52% 9.10% 8.90%
Non-current non-financial liabilities | 20.03% 31.69% 27.49% 25.66% 26.89%
Non-current provisions 79.41% | 66.99% | 6099% | 6524% | 64.21%
Non-current liabilities 6.68% 8.93% 10.29% | 11.59% | 11.27%
Trade liabilities 37.17% 65.41% 65.58% 62.04% 56.08%
Other current financial liabilities 33.45% 0.56% 1.64% 1.29% 1.66%
Current non-financial liabilities 7.72% 10.84% 14.20% 11.79% 14.26%
Current income tax liabilities 1.86% 0.00% 0.64% 0.24% 0.00%
Current provision 19.80% 23.19% 17.94% 24.63% 28.00%
Current liabilities 46.49% | 40.15% | 44.34% | 46.77% | 44.86%
Total equity and liabilities 100.00% | 100.00% | 100.00% | 100.00% | 100.00%

Source: Own processing according to SKODA AUTO a.s. (2017-2021)

The liabilities represented a larger portion of total equity and liabilities than the equity during
the five-year period, except in the year 2018. In 2018, the equity reached a peak, representing
50.92% of total equity and liabilities. A year later, however, it dipped to 45.37% as a result
of paying out the dividend from retained earnings and drawing on the reserves. In 2021, the
portion of equity experienced a slight growth to 43.86%. The largest portion of equity creates
retained earnings, followed by share capital and reserves. Current liabilities created 46.49%
of total liabilities and equity in 2017, however, they fell to 40.15% in 2018. Since 2019, the
current liabilities accounted for 44-46% of total liabilities and equity. The largest portion of
current liabilities represented trade liabilities, which climbed considerably from the previous
37.17% in 2017 to 65.41% in 2018. In the following years, the trade receivables still kept a
high percentage. The other current financial liabilities dropped tremendously from 33.45%
of current assets in 2017 to 0.56% in 2018. The current provisions, which created

approximately one-fifth of current assets, experienced a growing trend, except 2019, as well

as current non-financial liabilities. The smallest portion of current assets is represented by
current income tax liabilities. Non-current liabilities were gradually rising, and their portion
of total equity and liabilities almost doubled from 6.68% in 2017 to 11.59% in 2020. In 2021,
they slightly declined but still hold the portion of total equity and liabilities above 11%. The

largest portion of non-current assets is represented by non-current provisions, which reached
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a peak at 79.41% in 2017, representing more than two-thirds of non-current assets. Despite
subsequent increases and decreases, they hold a portion of non-current assets higher than
60%. The second largest portion of non-current assets is represented by non-current non-
financial liabilities, which accounted for 20.03% of non-current liabilities in 2017 and
increased during the five-year period to 26.89%. The non-current financial liabilities portion
jumped from 0.56% in 2017 to 8.90% in 2021. Despite this increase, they are considered the
smallest portion of non-current assets. The portion of equity, current, and non-current

liabilities is shown in Figure 15.

Portion of equity, current, and non-current liabilities (2017-2021)
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Figure 15 - Portion of equity, current, and non-current liabilities (2017-2021)
Source: Own processing according to SKODA AUTO a.s. (2017-2021)

Figure 15 shows a decrease in equity caused mainly by paying out the dividend and
decreased economic result. The equity portion of total equity and liabilities was the most
prominent in 2018. Oppositely, the current and non-current liabilities portions were the
largest in 2020 as a result of the pandemic crisis. Since then, SKODA AUTO a.s. has strived

to balance the portion of equity and liabilities.
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4.4.4 Vertical analysis of revenues, expenses, and income

The vertical analysis of the income statement items will be performed separately in order to
achieve better clarity. Table 16 illustrates the vertical analysis of revenues from 2017 to

2021.

Table 16 - Vertical analysis of revenues (2017-2021)

Year
2017 2018 2019 2020 2021
Sales of cars 84.30% | 83.34% | 83.23% | 80.96% | 77.53%
Sales of spare parts and accessories 5.17% 5.15% 5.13% 5.03% 5.66%
Supplies of components (VW Group) 8.39% 8.22% 8.41% 1057% | 12.07%
Income from licence fees 0.65% 0.55% 0.76% 0.74% 0.52%
Revenues from services 0.72% 0.80% 1.17% 1.71% 2.25%
Other 0.77% 1.09% 0.84% 0.99% 1.63%
Gains from derivative transactions 0.00% 0.85% 0.45% 0.00% 0.33%
Total sales 96.05% | 97.55% | 97.85% | 96.51% | 96.28%
Other operating revenues 3.16% 2.03% 1.74% 2.85% 3.16%
Financial revenues 0.80% 0.42% 0.42% 0.65% 0.56%
Total revenues 100.00% | 100.00% | 100.00% | 100.00% | 100.00%

Source: Own processing according to SKODA AUTO a.s. (2017-2021)

Sales, especially sales of cars, represent the most considerable portion of total revenues.
Sales represented around 96-97% of total revenues during the five-year period. The sales
were gradually increasing as a result of increased deliveries to customers and product prices.
The pandemic crisis and supply chain issues had a significant, negative impact on sales.
Supplies of components within Volkswagen Group grew from 8.39% in 2017 to 12.07% of
total sales in 2021. The portion of sales of spare parts and accessories represented around
5% of total sales during the whole period. Income from licence fees, revenues from services,
and other revenues create only a minor portion of total sales, however, the importance of
service revenues will boost. The other operating revenues experienced ups and downs but
created the same portion (3.16%) of total revenues in 2021 as in 2017. At the beginning of
the five-year period, the financial revenues represented 0.80% of total revenues, and since
then, they slightly declined to 0.42%. In 2021, the financial revenues created 0.56% of total

revenues. Table 17 shows the vertical analysis of expenses from 2017 to 2021.
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Table 17 - Vertical analysis of expenses (2017-2021)

Year
2017 2018 2019 2020 2021
Cost of sales 88.58% 90.24% 90.76% 89.81% 91.39%
Distribution expenses 3.83% 3.53% 337% 2.91% 2.47%
Administrative expenses 2.47% 3.10% 3.02% 3.20% 2.95%
Other operating expenses 2.04% 1.43% 1.14% 2.91% 1.69%
Financial expenses 1.22% 0.13% 0.16% 0.54% 0.33%
Income tax expense 1.86% 1.57% 1.56% 0.63% 1.18%
Total expenses 100.00% | 100.00% | 100.00% | 100.00% | 100.00%

Source: Own processing according to SKODA AUTO a.s. (2017-2021)

The most significant portion of expenses is represented by the cost of sales, including raw
materials, goods, and supplies. The cost of sales portion of total expenses increased from
88.58% t0 91.39% during the five-year period. The expenses were increasing mainly because
of the increased prices of raw materials and the pandemic crisis. The distribution expenses
were gradually falling from 3.83% in 2017 to 2.47% in 2021 as a result of the strict cost
reduction. The administrative expenses experienced up and downs but created a portion of
2.4-3.2% of total expenses over the years. Moreover, SKODA AUTO a.s. strives to reduce
financial expenses. The financial expenses declined from 1.22% in 2017 to 0.13% in 2018,
and since then, they held a minor portion of 0.13-0.54% of total expenses. Other operating
expenses represented 2.04% of total expenses in 2017 but were reduced to 1.69% at the end

of the period. Table 18 shows the vertical analysis of the economic result from 2017 to 2021.

Table 18 - Vertical analysis of economic result (2017-2021)

Year
2017 2018 2019 2020 2021
Profit before tax 100.00% 100.00% 100.00% 100.00% 100.00%
Operating profit 103.59% 96.33% 96.68% 96.94% 95.96%
Net financial result -3.59% 3.67% 3.32% 3.06% 4.04%
Profit for the year 81.38% 82.24% 82.31% 84.95% 82.03%
Income tax expense 18.62% 17.76% 17.69% 15.05% 17.97%

Source: Own processing according to SKODA AUTO a.s. (2017-2021)

The vertical analysis represents that the profit before tax comprises mainly the operating
profit during the period. In 2017, the operating profit even exceeded the portion of 103% of
profit before tax, however, the net financial result turned out to be negative, and thus its
portion of profit before tax was negative, too. Since 2018, the operating profit has accounted

for 95-96% of profit before tax, and the rest was made up of net financial result.
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4.5 Analysis of differential indicators of SKODA AUTO a.s.

In this chapter, the net working capital of the company SKODA AUTO a.s. will be
calculated. In order to determine whether the calculated value is favourable or not, it will be
further compared with the net working capital of another volume brand - SEAT/CUPRA.
Volkswagen AG publishes both Volkswagen Group and Volkswagen AG annual reports,
which include only consolidated financial statements. All brands publish their annual reports
separately, except Volkswagen Passenger Cars and Volkswagen Commercial Vehicles
brands. For this reason, these brands could not be a comparator as their detailed financial
figures are unknown, and thus SEAT/CUPRA will be the only comparator. The data source
for the analysis of differential indicators is the statements of financial position of the
companies. To be able to compare SKODA AUTO a.s. and SEAT/CUPRA financial figures,
currencies must be converted into euros. The current exchange rate of the Czech National
Bank is CZK 24.485/EUR as of April 8, 2022. Table 19 shows the development of the net
working capital in € million of SKODA AUTO a.s. and SEAT/CUPRA from 2017 to 2021.

All values are calculated based on the annual reports, the primary source of information.

Table 19 - Net working capital of SKODA AUTO a.s. and SEAT/CUPRA (2017-2021)

. . Year
Net working capital 2017 2018 2019 2020 2021
SKODA AUTO as. 112563 | 50598 287.03 | 95168 | -705.66
SEAT/CUPRA 1139.10 | -128750 | -148620 | 2.181.80 | -2.558.60

Source: Own processing according to SKODA AUTO a.s. and SEAT/CUPRA (2017-2021)

The net working capital of SKODA AUTO a.s. reached a peak of €1,125.63 million in 2017,
and since then, it was gradually decreasing to €505.98 million in 2018 and even slumped to
negative results, especially in 2020, as a result of higher current liabilities and lowered
current assets, which were caused by the pandemic crisis. However, based on the calculated
data, SKODA AUTO as. strives to improve the results. On the other hand, the
SEAT/CUPRA net working capital is falling deeply. Each year, the results were negative,
starting with €-1,139.10 million in 2017 and ended doubling lower with a result of €-
2,558.60 million. The negative values for an extended period of time indicate potential
concerns for creditors since the company may not have sufficient financial strength to cover
its current liabilities. The development of the companies’ net working capital is illustrated

in Figure 16.
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Figure 16 - Net working capital (2017-2021)
Source: Own processing according to SKODA AUTO a.s. and SEAT/CUPRA (2017-2021)

Despite the fact that the net working capital is much better in the case of SKODA AUTO
a.s., it needs to be improved as only positive net working capital is desirable. There is a
gradual decline in SKODA AUTO a.s. net working capital, which is not a good signal for
creditors who may not be willing to lend money to a company in the future. Nevertheless,

an effort to increase the company’s net working capital is visible.
4.6  Analysis of ratio indicators of SKODA AUTO a.s.

This chapter provides calculations of activity, profitability, liquidity, and leverage ratios of
the company SKODA AUTO a.s. from 2017 to 2021, and the ratios will be again compared
to the SEAT/CUPRA ratios in order to verify whether they are favourable or not. For the
calculation of ratio indicators, the data from annual reports, which are considered a primary

source of information, is used.
4.6.1 Activity ratios

The data used for the calculation of activity ratios, obtained from the annual reports of both
companies, are listed in Table 20. The companies’ activity ratios, including total assets
turnover, inventory turnover, days of inventory on hand, receivables turnover, days of sales

outstanding, payables turnover, and the number of days of payables, are listed in Table 21.
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Table 20 - Data used for calculation of the activity ratios (2017-2021)
SKODA AUTO a.s. (CZK million)

Total assets 250,859 219,318 | 241,635 | 227,983 231,463
Total sales 407,400 416,695 459,122 | 424,292 422607
Tnventories 17.614 | 20211 | 24863 | 24516 | 31,901
Trade receivables 18,452 22,614 21,686 31,665 22,784
Trade liabilities 43,350 57,600 70,267 66,153 58,230
SEAT/CUPRA (€ million)

Total assets 5,044 5,064 5.843 5,501 5,562
Total sales 8,487 9,991 11,157 8,784 9,257
Inventories 382 423 547 479 454
Trade receivables 808 849 659 553 593
Trade payables 1,994 1,871 2,067 2.006 1,961

Source: Own processing according to SKODA AUTO a.s. and SEAT/CUPRA (2017-2021)

Table 21 - Activity ratios (2017-2021)

. . . Year

Company LIRS 2017 | 2018 | 2019 | 2020 | 2021
Total asset turnover 1.62 1.90 1.90 1.86 1.83

Inventory turnover 23.13 20.62 18.47 17.31 13.25

Days of inventory on hand 15.78 17.70 19.77 21.09 27.55

SKODA AUTO a.s. Receivables turnover 22.08 18.43 21.17 13.40 18.55
Days of sales outstanding 16.53 19.81 17.24 27.24 19.68

Payables turnover 9.40 7.23 6.53 6.41 7.26
Number of days of payables | 38.84 50.45 55.86 56.91 50.29

Total asset turnover 1.68 1.97 1.91 1.60 1.66
Inventory turnover 22.20 23.63 20.40 18.33 20.39
Days of inventory on hand 16.44 15.45 17.89 19.91 17.90

SEAT/CUPRA Receivables turnover 10.51 11.77 16.93 15.88 15.61
Days of sales outstanding 34.73 31.01 21.56 22.98 23.38

Payables turnover 4.26 5.34 5.40 4.38 4.72
Number of days of payables | 85.75 68.36 67.62 83.37 77.32

Source: Own processing according to SKODA AUTO a.s. and SEAT/CUPRA (2017-2021)

When comparing the companies’ total asset turnover, SEAT/CUPRA achieved higher results
until 2019, which indicates that the company was more able to generate sales from its assets.
However, the results have reversed, and since 2020, SKODA AUTO a.s. has gained a higher
turnover of total assets than SEAT/CUPRA. Generally, when the value of total asset turnover

exceeds 1, the company is efficient enough to use its assets to produce sales.

The inventory turnover of SKODA AUTO a.s. had a declining trend during the five-year
period, and days of inventory on hand were gradually increasing. Contrary, SEAT/CUPRA
increased its inventory turnover to 23.63 in 2018 but then experienced a slight decline. At

the end of the period, the SEAT/CUPRA inventory ratio increased to 20.39.
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Days of inventory on hand were firstly decreasing, but in 2018 and 2019, they grew to 19.91,
and thus SEAT/CUPRA approaches the ideal values more than SKODA AUTO a.s. In
general, the higher the inventory turnover and shorter days of inventory on hand, the better
the company’s situation. For this reason, the inventory turnover and days of inventory on

hand of SKODA AUTO a.s. should be improved.

Receivables turnover of SKODA AUTO a.s. experienced ups and downs during the five-
year period, starting with 22.08 in 2017 and ending with 18.55 in 2021. Days of sales
outstanding were 16.53 in 2017, 19.58 in 2018, 17.24 in 2019, 27,24 in 2020, and 19.68 in
2021. The recommended situation is when the receivables turnover is increasing while days
of sales payables are decreasing, which did not happen in the case of SKODA AUTO as.
SEAT/CUPRA receivables turnover, oppositely, climbed from 10.51 in 2017 to 15.61 in
2021, and the days of sales outstanding declined from 34.73 in 2017 to 23.38 in 2021.
Nevertheless, the SEAT/CUPRA has lower values of receivables turnover and higher values
of days of sales outstanding than SKODA AUTO a.s. and thus lags behind the Czech car

manufacturer.

Payables turnover of SKODA AUTO a.s. fell from 9.40 in 2017 to 6.41 in 2020 and then
rose again to 7.26 in 2021. Overall, the payables turnover dipped during the five-year period.
On the other hand, the number of days of payables was gradually growing from 38.84 in
2017 to 50.29 in 2021. Payables turnover of SEAT/CUPRA stood at 4.26 in 2017 and
increased to 4.72 in 2021. The number of days of payables, oppositely, reached 85.75 in
2017 and dropped to 77.32 during the five-year period. Generally, the optimal situation
occurs when the payables turnover ratio is increasing and the number of days of payables is
decreasing, and thus SKODA AUTO a.s. should improve the payables ratio and number of
days of payables in the future. Nevertheless, the Czech car manufacturer reached higher
values than its comparator. Also, the number of days of payables should be longer than the
days of sales outstanding to not disrupt the company’s financial balance, which is met by
both companies. An excessively low payables turnover ratio and high days payable indicate
the company’s trouble making payments on time or exploitation of supplier terms, which

could potentially be a SEAT/CUPRA issue based on the results.
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4.6.2 Liquidity ratios

Liquidity ratios help to analyse the company’s solvency or, in other words, the ability to

repay its current liabilities by converting assets into cash. Table 22 contains the data obtained

from the annual reports of both companies, which are needed to calculate the individual

ratios. The companies’ current ratio, quick ratio, and cash ratio are listed in Table 23. For

graphical comparison, the liquidity ratios of both companies are shown in Figure 17.

Table 22 - Data used for calculation of the liquidity ratios (2017-2021)
SKODA AUTO a.s. (CZK million)

Current assets 144,184 100,447 100,111 83,332 86,561
Current liabilities 116,623 | 88,058 | 107,139 | 106,634 | 103,839
Inventories 17,614 | 20211 | 24863 | 24516 | 31,901
Cash and cash equivalents 97,201 45,846 45,753 18,669 22,422
SEAT/CUPRA (€ million)

Current assets 1,899 1,599 1,759 1,103 1,122
Current liabilities 3,039 2,887 3,245 3.285 3,662
Inventories 382 423 547 479 454
Cash and cash equivalents 0 1 1 0 0

Source: Own processing according to SKODA AUTO a.s. and SEAT/CUPRA (2017-2021)

Table 23 - Liquidity ratios (2017-2021)

Year
Company Liquidity ratios > T 01 [ 2019 | 2020 | 2021
Current ratio 1.24 1.14 0.93 0.78 0.83
$KODA AUTO as. Quick ratio 109 | 091 | 070 | 055 | 053
Cash ratio 083 | 052 | 043 | 018 | 022
Current ratio 0.63 0.55 0.54 0.34 0.31
SEAT/CUPRA Quick ratio 050 | 041 | 037 | 019 | 018
Cash ratio 000 | 000 | 000 | 000 | 0.00

Source: Own processing according to SKODA AUTO a.s. and SEAT/CUPRA (2017-2021)
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Source: Own processing according to SKODA AUTO a.s. and SEAT/CUPRA (2017-2021)

The current ratio of SKODA AUTO a.s. dropped from 1.24 in 2017 to 0.83 in 2021. This
slump was caused by significantly lower cash and cash equivalents. As a result, the values
are below recommended interval of 1.5-2.5 and thus should be improved. On the other hand,
the current ratio of SEAT/CUPRA decreased from 0.63 in 2017 to twice less 0.31 in 2021.
These values are considered a serious financial issue as the current assets do not cover
current liabilities, and thus the company is not able to repay its current liabilities. The quick
ratio represents the ability of the company to repay its current liabilities without selling

inventories.

The quick ratio of SKODA AUTO a.s. experienced a declining trend from 1.09 in 2017 to
twice less 0.53 in 2021 as a result of lower cash and cash equivalents. Moreover, the
inventories grew as a result of work in progress. For this reason, the quick ratio values of
SKODA AUTO a.s. are below the recommended interval of 1-1.5, except in 2017, and thus
should be improved, too. SEAT/CUPRA quick ratio again signalizes serious liquidity issues
for creditors as it declined from an already deficient value of 0.50 in 2017 to 0.18 in 2021.

The cash ratio evaluates the company’s immediate ability to pay off its current liabilities.
Despite the decreasing trend of SKODA AUTO a.s. cash ratio, it occurs in the recommended
interval of 0.2-0.5 during the five-year period, except in 2020, when it dipped to 0.18 as a
result of the pandemic crisis. SEAT/CUPRA’s interesting fact is its published amount of
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cash and cash equivalents, which is three times zero. Consequently, the cash ratio of

SEAT/CUPRA was also zero each year, which is a signal of the financial imbalance.
4.6.3 Profitability ratios

Profitability ratios provide information about the company’s profitability of sales, assets,
and equity. The data used for the calculation of profitability ratios, obtained from the annual
reports of both companies, are shown in Table 24. The well-known profitability ratios,
including return on assets, return on equity, return on sales, and return on capital employed,
are calculated in Table 25. All calculated profitability ratios of SKODA AUTO a.s. and
SEAT/CUPRA are shown in Figure 18.

Table 24 - Data used for calculation of the profitability ratios (2017-2021)
SKODA AUTO a.s. (CZK million)

EBIT 40,531 33,840 37,220 17316 26216
Total assets 250,859 219,318 241,635 227,983 231,463
EAT 31.841 28.892 31.689 15,175 22410
Equity 117,484 111,674 109,626 94,920 101,528
Sales 407,400 416,695 459,122 424292 422,607
Current liabilities 17,614 20211 24,863 24516 31,901
SEAT/CUPRA (€ million)

EBIT 116 223 352 -418 -371
Total assets 5,044 5,064 5,843 5,501 5,562
EAT 281 294 346 -194 -256
Equity 1,516 1,664 1,991 1,512 1,208
Sales 8,487 9,991 11,157 8.784 9,257
Current liabilities 3,039 2,887 3,245 3,285 3,662

Source: Own processing according to SKODA AUTO a.s. and SEAT/CUPRA (2017-2021)

Table 25 - Profitability ratios (2017-2021)

ST . Year
Company Profitability ratios 2017 2018 2019 2020 2021
ROCE 1738% | 17.00% | 17.17% | 8.51% | 13.14%
) ROA 16.16% | 1543% | 15.40% | 7.60% | 11.33%
SKODA AUTO ass. ROS 782% | 6.93% | 690% | 3.58% | 530%
ROE 27.10% |25.87% | 28.91% | 15.99% | 22.07%
ROCE 577% |1026%| 1330% | -8.76% |-19.50%
SEAT/CUPRA ROA 229% | 441% | 6.02% | -7.59% | -6.66%
ROS 331% | 2.94% | 3.10% | -2.21% | -2.77%
ROE 18.55% | 17.68% | 17.35% | 12.84% | 21.22%

Source: Own processing according to SKODA AUTO a.s. and SEAT/CUPRA (2017-2021)
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Figure 18 - Profitability ratios (2017-2021)
Source: Own processing according to SKODA AUTO a.s. and SEAT/CUPRA (2017-2021)

The return on capital employed of SKODA AUTO a.s. ranged around 17% until 2019.
However, it dropped to 8.51% in 2020 as a result of twice lower EBIT. Moreover, the current
liabilities increased, which also caused such a fall. In 2021, the company reached EBIT in
the amount of CZK 26,216 million, which is CZK 8,900 million more than in 2020, and thus
the profitability of capital employed climbed significantly. SEAT/CUPRA, on the other
hand, experienced a gradual growth of return on capital employed from 2017 to 2019.
Nevertheless, it deepened to negative values in 2020 as a result of the pandemic crisis and
probably the lack of components as the whole VW Group was facing this issue. The negative
values deepened again more significantly in 2021, which indicates that the company
financially struggles. Overall, SKODA AUTO a.s. improves its ROCE and generates profit

from its capital employed.

The return on assets decreased slightly from 16.16% to 15.43% until 2019. However, it
deepened to 7.60% in 2020 due to decreased EAT. At the end of the five-year period, the
ROE increased to 11.33%, which means that the company survived a challenging year and
improved its ability to generate profit from its assets. Contrary, SEAT/CUPRA’s ROE
declined tremendously and deepened to negative values again, which is also the case of other
profitability ratios as the company’s EBIT/EAT was negative in 2020 and 2021. The return
of sales of SKODA AUTO a.s. is relatively low during the five-year period and could be
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improved in the future. However, the ROS is positive all the time, despite all the bottlenecks
with production, the lack of components, and thus the limited possibility of sales.

SEAT/CUPRA experienced the same slump as in the previous profitability ratios.

The return on equity of SKODA AUTO a.s. experienced increases and decreases during the
five-year period. The increases in ROE were caused mainly by paying out the dividend from
retained earnings. The decreases in ROE are the cause of significantly lower EAT. Despite
these trends, the ratio reached 22.07% in 2021, which indicates that the company is
successful enough in generating profit from its equity. SEAT/CUPRA experienced the same

drop as in the above-mentioned profitability ratios.

4.6.4 Leverage ratios

The leverage ratios measure the company’s solvency and ability to repay its non-current
liabilities. The financial figures obtained from the companies’ statements of financial
position and used for the calculation of leverage ratios are listed in Table 26. The calculated
leverage ratios, including debt ratio, equity ratio, and debt-to-equity ratio, are summarized

in Table 27 and graphically presented in Figure 19.

Table 26 - Data used for calculation of the leverage ratios (2017-2021)
SKODA AUTO a.s. (CZK million)

Total assets 250,859 219318 241,635 227983 231,463
Total habilities 133,375 107,644 132,009 133,063 129,935
Equity 117,484 111,674 109,626 94,920 101,528
SEAT/CUPRA (€ million)

Total assets 5,044 5,064 5,843 5,501 5,562
Total liabilities 3,528 3,400 3,852 3,989 4355
Equity 1516 1,664 1,991 1.512 1,208

Source: Own processing according to SKODA AUTO a.s. and SEAT/CUPRA (2017-2021)

Table 27 - Leverage ratios (2017-2021)

Company Leverage ratios Year

2017 2018 2019 2020 2021
Debt ratio 53.17% | 49.08% | 54.63% | 58.37% | 56.14%
SKODA AUTO as. Equity ratio 46.83% | 50.92% | 45.37% | 41.63% | 43.86%
Debt-to-equity ratio | 113.53% | 96.39% | 120.42% | 140.18% | 127.98%
Debt ratio 69.95% | 67.14% | 65.92% | 72.52% | 78.29%
SEAT/CUPRA Equity ratio 30.05% | 32.86% | 34.08% | 27.48% | 21.71%
Debt-to-equity ratio | 232.75% | 204.34% | 193.41% |263.84% | 360.58%

Source: Own processing according to SKODA AUTO a.s. and SEAT/CUPRA (2017-2021)
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Figure 19 - Leverage ratios (2017-2021)
Source: Own processing according to SKODA AUTO a.s. and SEAT/CUPRA (2017-2021)

The debt ratio of SKODA AUTO a.s. stood at 53.17% in 2017 but then slightly declined to
49.08% in 2018, which is preferred for debt ratio, mainly as a result of lower total assets. In
2018 and 2019, the debt ratio rose again to 58.37% but was improved again in 2021 to
56.14%. The company’s debt ratio thus met the recommended values of 30-60% during the
whole period, which indicates the sufficient solvency of the company. However, the ratio is
very close to the upper limit, and therefore the company should implement measures, for
example, to reduce liabilities or increase assets in order to lower this ratio. The
SEAT/CUPRA debt ratio, on the other hand, exceeded the recommended values during the

five-year period, which indicates that the company is facing leverage issues.

The equity ratio of SKODA AUTO a.s. reached a peak of 50.92% in 2018 as a consequence
of the significant decrease in total assets. Although, it declined in 2019 and 2020 to 41.63%
as a result of decreased equity. At the end of the period, the equity ratio rose to 43.86%. The
company’s equity ratio met the recommended values of 70-40% during the period but,
conversely to the debt ratio, is very close to the lower level, and thus the company should
focus on increasing the equity or reducing the total assets. The SEAT/CUPRA equity ratio

repeatedly did not reach the preferred values.

The debt-to-equity ratio of SKODA AUTO a.s. was 113.53% in 2017 but experienced
growth to 127.98% in 2021. The ideal value should not be higher than 200%, which was
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successfully fulfiled by the company. On the other hand, the SEAT/CUPRA debt-to-equity
ratio achieved worrying values often much higher than 200%, except in 2019. In 2021, the
debt-to-equity ratio was almost twice higher (360.58%) than the risk value, which indicates

a certain financial risk for creditors as the company finances its growth with debt.
4.7  Analysis of cumulative indicators of SKODA AUTO a.s.

This chapter deals with the impact of individual ratios on the company’s overall financial
health using bankruptcy and credibility models. Firstly, the Altman Z-score, derived for
companies publicly traded on a stock exchange market, is calculated. Secondly, the Index
INOS, which focuses on the Czech companies, is determined. Finally, the well-known
Kralicek Quick Test reveals the financial health of the companies. The indicators are
calculated based on the annual reports of the companies as they are considered a primary

source of information.
4.7.1 Altman Z-score

Table 28 includes data obtained from companies’ annual reports from 2017 to 2021, which
are further used for the calculation of the Altman Z-score. Afterwards, Table 29 illustrates
the calculated Z-scores of the companies SKODA AUTO a.s. and SEAT/CUPRA, which are

also shown graphically in Figure 20.

Table 28 - Data used for calculation of the Altman Z-score (2017-2021)
SKODA AUTO a.s. (CZK million)

Net working capital 1,126 506 -287 -952 -706
Total assets 250,859 219,318 241,635 227,983 231,463
Retamned carnings 88,177 85,078 87,877 71372 78,612
EBIT 40,531 33,840 37,220 17,316 26,216
Equity 117,484 111,674 109,626 94,920 101,528
Total sales 407,400 416,695 459,122 424292 422,607
Total liabilitics 133,375 107,644 132,009 133,063 129,935
SEAT/CUPRA (€ million)

Net working capital -1,139 -1,288 -1,486 -2,182 -2.559
Total assets 5,044 5,064 5,843 5,501 5,562
Retained earnings 0 0 0 0 0
EBIT 116 223 352 -418 -371
Equity 1,516 1,664 1,991 1512 1,208
Total labilitics 3,528 3,400 3,852 3,989 4355
Sales 8.487 9,991 11,157 8,784 9,257

Source: Own processing according to SKODA AUTO a.s. and SEAT/CUPRA (2017-2021)
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Table 29 - Altman Z-score (2017-2021

Sl Altman Year

Z-score 2017 2018 2019 2020 2021

X1 0.004 0.002 -0.001 -0.004 -0.003

. X2 0.352 0.388 0.364 0313 0.340
SKODﬁS.AUTO X3 0.162 0.154 0.154 0.076 0.113
X4 0.881 1.037 0.830 0.713 0.781

X5 1.624 1.900 1.900 1.861 1.826

Z 3.183 3.577 3.414 2.973 3.140

X1 -0.226 -0.254 -0.254 -0.397 -0.460

X2 0.000 0.000 0.000 0.000 0.000

SEAT/CUPRA X3 0.023 0.044 0.060 -0.076 -0.067
X4 0.430 0.489 0.517 0.379 0277

X5 1.683 1.973 1.910 1.597 1.664

Z 1.745 2.107 2.113 1.098 1.059

Source: Own processing according to SKODA AUTO a.s. and SEAT/CUPRA (2017-2021)
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Figure 20 - Altman Z-score (2017-2021)
Source: Own processing according to SKODA AUTO a.s. and SEAT/CUPRA (2017-2021)
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The Altman Z-score of both companies was calculated using the formula suitable for
publicly traded companies: Z = 1,2X1 + 1,4X2 + 3,3X3 + 0,6X4 + 1Xs. The Altman Z-score
of SKODA AUTO a.s. reached 3.183 in 2017 and increased to 3.577 in 2018. A year later,

the Altman Z-score experienced a slight decline to 3.414. The critical year 2020 caused

another drop to 2.973, however, the company improved the Altman Z-score to 3.140 at the

end of the five-year period. Based on the recommended values, the company is considered

financially stable when the Altman Z-score is higher than 2.99. SKODA AUTO a.s.

exceeded recommended values, except in 2020.
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SEAT/CUPRA’s Z-score was growing until 2019 to 2.113 but then dipped considerably to
1.098 in 2020 as a result of the Covid-19 pandemic issues. Nevertheless, the company’s
Z-score even worsened in 2021 to 1.059. The values of the Z-score in the range of 1,81-2,98,
called a grey area, indicate that the financial stability of the company cannot be defined
precisely. The company’s Z-score got maximally into the grey area in 2018 and 2019. In the
other years, the company’s values even fell under 1,81, signalizing significant financial

issues and thus a high possibility of bankruptcy.
4.7.2 Index INOS

Index INOS, created by Inka and Ivan Neumaier, is specially modified for the Czech
conditions as well as other IN Indexes. For this reason, the Index INO5 will be applied only
to the Czech car manufacturer SKODA AUTO a.s. since the results of SEAT/CUPRA could
be distorted. The annual reports’ data used for the calculation of INOS are listed in Table 30.
Then, the company’s INO5 indexes from 2017 to 2021 are calculated in Table 31 and
graphically represented in Figure 21.

Table 30 - Data used for calculation of the Index INO5 (2017-2021)
SKODA AUTO a.s. (CZK million)

Total assets 250,859 219,318 241,635 227,983 231,463
Total liabilities 133,375 107,644 132,009 133,063 129,935
EBIT 40,531 33,840 37,220 17316 26,216
Interest expenses 4779 502 681 2,295 1,356

Total revenues 424.170 427,178 469,224 439,642 438,943
Current assets 144,184 100,447 100,111 83,332 86,561

Current liabilities 116,623 88,058 107,139 106,634 103,839

Source: Own processing according to SKODA AUTO a.s. (2017-2021)

Table 31 - Index INOS5 (2017-2021)

Year
Company IndexINOS = 7 T 2018 2019 | 2020 | 2021
X1 1881 | 2.037 1830 | 1713 | 1781
X2 8481 | 67410 | 54655 | 7.545 | 19333
$KODA AUTO as. X3 0.162 | 0.154 0.154 | 0076 | 0113
X4 1691 | 1048 1942 | 1928 | 189
X5 1236 | L1141 0934 | 0781 | 0834
Index INOS | 1.69 4.09 3.53 1.30 1.93

Source: Own processing according to SKODA AUTO a.s. (2017-2021)
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Figure 21 - Index INO5 (2017-2021)

Source: Own processing according to SKODA AUTO a.s. (2017-2021)

The Index INOS, a modified complex variant of Neumaiers’ IN Indexes, was calculated using
the formula applicable for Czech companies: IN0S = 0,13X1 + 0,04X2 + 3,97X3 + 0,21X4
+ 0,09X5. The Index INO5 of SKODA AUTO a.s. reached 1.69 in 2017 but then jumped to
4.09 in 2018. In 2019, it decreased slightly to 3.53. Afterwards, the value dropped
significantly to 1.30 as a result of the pandemic crisis, shortage of components, and thus
affected financial figures. However, an improvement in financial figures is noticeable as the
INOS climbed to 1.93 in 2021. Overall, the INOS exceeded value 1.6 four times during the
five-year period, which indicates that the company creates value and thus is financially
stable, except for the challenging year 2020, when the company got into the grey area. A
grey area is a zone between values 0.9 to 1.6 where the company does not create value, but

it is not going bankrupt.
4.7.3 Kralicek Quick Test

Kralicek Quick Test is a well-known credibility model examining the financial stability and
profit situation of the company. The annual reports’ data used for the calculation of Quick
Test are listed in Table 32. Afterwards, the Kralicek Quick Test of SKODA AUTO a.s. and
SEAT/CUPRA from 2017 to 2021 are calculated based on the evaluation scale of the
Kralicek Quick Test and compared in Table 33 and Table 34.
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Table 32 - Data_used for calculation of the Kralicek Quick Test (2017-2021)
SKODA AUTO a.s. (CZK million)

Equity 117,484 111,674 109,626 94,920 101,528
Total assets 250,859 219318 241,635 227983 231,463
Total liabilitics 133,375 107,644 132,009 133,063 129935
Cash and cash equivalents 97,201 45.846 45,753 18,669 22422
Operating CF 60811 44763 66,151 36,833 51,964
Total sales 407,400 416,695 459,122 424292 422 607
EBIT 40,531 33,840 37220 17316 26216
SEAT/CUPRA (€ million)

Equity 1,516 1,664 1,991 1512 1,208
Total assets 5,044 5,064 5,843 5,501 5,562
Total liabilitics 3,528 3,400 3,852 3,989 4355
Cash and cash equivalents 0 1 1 0 0
Operating CF 947 699 1092 466 378
Total sales 8,487 9,991 11,157 8,784 9257
EBIT 116 223 352 -418 -371

Source: Own processing according to SKODA AUTO a.s. and SEAT/CUPRA (2017-2021)

The individual ratios, which the Kralicek Quick Test comprises, are the equity ratio (R1),
the debt repayment period from CF (R2), the cash flow in % of sales (R3), and the return on

assets (R4). Their calculation is captured below:

e R1 = (Equity/total assets) x 100 (%)

e R2 = (Liabilities — cash)/operating CF (years)
e R3 = (Operating CF/sales) x 100 (%)

e R4 = (EBIT/total assets) x 100 (%)
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Table 33 - Kralicek Quick Test of SKODA AUTO a.s. (2017-2021)

Kralicek Quick Test 2017 Rating scale

Evaluation An indicator ! 2 & 4 >
Very good Good Middle Poor Insolvency
Financial R1 =46.83% >30 % >20% >10 % >0 % Negative
stability R2=0.59y | <3years | <5years | <12 years | <30 years | >30 years
Profit situation R3=1493%| >10% >8 % >5% >0 % Negative
R4=16.16%| >15% >12 % >8 % >0 % Negative
Total (2017) 1
Kralicek Quick Test 2018 Rating scale
Evaluation An indicator ! 2 - 3 4 >
Very good Good Middle Poor Insolvency
Financial R1=50.92% >30 % >20% >10 % >0 % Negative
stability R2=138y | <3years | <5years | <12years | <30 years | >30 years
Profit situation R3=10.74%| >10% >8 % >5% >0 % Negative
R4=1543%| >15% >12 % >8 % >0 % Negative
Total (2018) 1
Kralicek Quick Test 2019 Rating scale
Evaluation An indicator ! 2 - 3 4 >
Very good Good Middle Poor Insolvency
Financial R1=4537% >30 % >20% >10% >0 % Negative
stability R2=130y | <3years | <5years | <12years | <30 years | >30 years
Profit situation R3=1441%| >10% >8 % >5% >0 % Negative
R4=1540%| >15% >12 % >8 % >0 % Negative
Total (2019) 1
Kralicek Quick Test 2020 Rating scale
. oL | 2 3 4 5
Evaluation An indicator Very good Good Middle Poor Insolvency
Financial R1=41.63% >30 % >20% >10 % >0 % Negative
stability R2=3.11y | <3years | <5years | <12 years | <30 years | >30 years
Profit situation R3 =8.68% >10 % >8 % >5% >0 % Negative
R4 =7.60% >15 % >12 % >8 % >0 % Negative
Total (2020) 2.25
Kralicek Quick Test 2021 Rating scale
Evaluation An indicator ! 2 - 3 4 >
Very good Good Middle Poor Insolvency
Financial R1 =43.86% >30 % >20% >10 % >0 % Negative
stability R2=2.07y | <3years | <5years | <12 years | <30 years | >30 years
Profit situation R3=1230%| >10% >8 % >5% >0 % Negative
R4=1133%| >15% >12 % > 8 % >0 % Negative
Total (2021) 1.5

Source: Own processing according to SKODA AUTO a.s. (2017-2021)
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According to the Kralicek Quick Test scale, the company gained the best possible rating in
2017, 2018, and 2019. A company is considered financially stable if the final value is in the
range of 1 to 2, and thus the financial stability and profit situation of the company were
excellent. The rating worsened in 2020 to the final rate of 2.25 mainly as a result of low
return on assets, longer debt repayment period from cash flow, and declined cash flow in the
percentage of sales. The rating of 2.25 belongs to the interval from 2 to 3, which is defined
as a grey zone. Nevertheless, the company improved the return on assets and debt repayment
period from cash flow as well as cash flow in the percentage of sales in 2021, and therefore

the final rating was 1.5, indicating satisfactory financial stability of the company.
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Table 34- Kralicek Quick Test of SEAT/CUPRA (2017-2021)

Kralicek Quick Test 2017 Rating scale
. o 1 2 3 4 5
Evaluation An indicator Very good Good Middle Poor Insolvency
Financial R1=30.05% >30 % >20% >10 % >0% Negative
stability R2=373y | <3years | <5years | <12years | <30years | > 30 years
fit situati R3=11.16%| >10% >8 % >5% >0 % Negative
Profitsituation 1/ =>0% | >15% | >12% | >8% >0% | Negative
Total (2017) 2
Kralicek Quick Test 2018 Rating scale
. L 1 2 3 4 5
Evaluation An indicator Very good Good Middle Poor Insolvency
Financial R1=32.86% >30 % >20% >10 % >0% Negative
stability R2=486y | <3years | <5years | <12years | <30years | > 30 years
fit situati R3=7.00% >10 % >8 % >5% >0 % Negative
Profit situation e o T >15% | >12% | >8% >0% | Negative
Total (2018) 25
Kralicek Quick Test 2019 Rating scale
. L 1 2 3 4 5
Evaluation An indicator Very good Good Middle Poor Insolvency
Financial R1=34.08% >30 % >20% >10 % >0% Negative
stability R2=353y | <3years | <5years | <12years | <30 years | > 30 years
L R3=9.79% >10 % >8 % >5% >0 % Negative
Profit situation I e | >15% | >12% | >8% >0% | Negative
Total (2019) 2.25
Kralicek Quick Test 2020 Rating scale
. L 1 2 3 4 5
Evaluation An indicator Very good Good Middle Poor Insolvency
Financial R1=2748%| >30% >20 % >10 % > 0% Negative
stability R2=856y | <3years | <5years | <12years | <30 years | > 30 years
Profit situati R3=531% >10 % >8 % >5% >0 % Negative
rofitsituation Tl 750% | >15% | >12% | >8% | >0%
Total (2020) 3.25
Kralicek Quick Test 2021 Rating scale
. o 1 2 3 4 5
Evaluation An indicator Very good Good Middle Poor Insolvency
Financial R1=2171%| >30% >20 % >10 % > 0% Negative
stability R2=1151y| <3years | <5years | <12years | <30 years | > 30 years
Profit situati R3=4.09% >10 % >8 % >5% >0 % Negative
rofitsttuation e 666% | >15% | >12% | >8% | >0% q
Total (2021) 35

Source: Own processing according to SEAT/CUPRA (2017-2021)
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The ratings of SEAT/CUPRA underline results that were calculated in the previous chapter,
where some individual ratios signalized financial issues. SEAT/CUPRA gained the 2 rating
in 2017, which was the most successful year for the company as it was considered financially
stable based on the Kralicek Quick Test. In 2018 and 2019, the company’s results worsened
a little bit to 2.5 and 2.25, and thus occurred in the grey area, indicating that the company
probably started to have some financial issues. In the critical year 2020, the company’s rating
fell to 3.25, however, it even worsened in 2021 to 3.5. Companies with a score worse than 3
have serious financial issues, which is the case of SEAT/CUPRA mainly because of the

negative return on assets caused by the negative economic result.
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5 Company’s evaluation and suggestions for improvement

The financial health of the company SKODA AUTO a.s. was monitored within the reference
period from 2017 to 2021. During the reference period, the company experienced difficult
situations, especially in the challenging year 2020. The Covid-19 pandemic, the associated
economic downturn, and the lack of components had a significant impact on the financial
health of the company. Nevertheless, a distinct effort to improve the company’s financial

performance was recorded in 2021.

Firstly, the financial analysis started with the horizontal and vertical analysis of the
company’s financial statements. During the reference period, the total value of assets
decreased by 7.7%. The gradual reduction of current assets contributed to the asset decline,
whose main reason was the development of net liquidity. Non-current assets increased in
value, but the rate of increase slowed down. Total equity and liabilities decreased by 7.7%.
The drop in equity was caused mainly by the sole shareholder’s decision to pay dividends
with retained earnings and a drop in the economic result. Non-current liabilities increased
by 55.6% resulting from the inclusion of liabilities from future leasing payments, increase
in provisions, advances received, liabilities to employees, and contract liabilities arising
from extended guarantees. The current liabilities dipped by almost 11% caused by paying
out the dividend from retained earnings related to the previous accounting periods. The total
revenues increased by 3.7%, mainly because of higher sales. The cost of sales recorded a
gradual growth until 2020, and since then, the company has decided to reduce the cost to
improve its financial situation affected by the Covid-19 pandemic. Despite the cost
reduction, the cost of sales increased by 9.5%. Furthermore, the distribution expenses,
including material costs, advertising, sales promotion, market research, customer service,
and costs of shipping, decreased to CZK 10,287 million. The administrative expenses,
including personnel costs and overheads increased, except for the year 2021. The
administrative expenses, especially wages, climbed because of an increased number of
employees, of which a relatively large portion had to remain at home with 80% of their
wages, as the production of cars was limited after the pandemic. The company must be more
attentive to the growth of cost, which reduces the economic result. The economic result was
positive each year but experienced a considerable decline of 29.6% as a result of the issues
related to the Covid-19 pandemic, lack of components, and production limitations. Based on

the vertical analysis of financial statements, the structure of total assets changed slightly.
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Property, plant, and equipment accounted for two-thirds of non-current assets, followed by
intangible assets, non-current receivables, and financial assets, which accounted for one-
third of total assets. Because of the work in progress, inventories increased significantly,
contributing significantly to the total amount of current assets. Except for the year 2018,
liabilities made up a larger portion of total equity and liabilities than equity. Retained
earnings contributed the most to equity, followed by share capital and reserves. The decrease
in equity was primarily due to dividend payments and a lower economic result. Oppositely,
the current and non-current liabilities portions were the largest in 2020 as a result of the
pandemic crisis. Since then, SKODA AUTO as. strives to ensure that the equity and
liabilities portions are balanced. Trade liabilities accounted for the largest portion of current
liabilities, which increased from 37.17% in 2017 to 56.08% in 2021. Non-current liabilities
were steadily increasing, with their portion of total equity and liabilities nearly doubling
from 6.68% in 2017 to 11.59% in 2020. They decreased slightly in 2021 but remained above
11%. The sales represented around 96-97% of total revenues during the five-year period and
were gradually increasing as a result of increased deliveries to customers and product prices.
The pandemic crisis and supply chain issues had a significant, negative impact on sales. The
cost of sales portion of total expenses increased from 88.58% to 91.39% during the five-year
period. Generally, the expenses were increasing mainly because of the increased prices of
raw materials and the pandemic crisis. As a result of the strict cost reduction, distribution
expenses decreased from 3.83%in 2017 t0 2.47% in 2021. According to the vertical analysis,
the profit before tax was primarily made up of operating profit. However, the net financial
result turned out to be negative. The company thus must reduce the financial expenses or

raise financial revenues.

Secondly, the analysis of differential indicators was performed. The net working capital of
SKODA AUTO a.s. deepened to negative values signalizing potential concerns for creditors
that the company may not have sufficient financial strength to cover its current liabilities.
Because only positive values are desirable, the company should either increase current assets
or reduce current liabilities, such as trade liabilities, which account for the majority of current

liabilities.

Thirdly, the analysis of ratio indicators, including activity, profitability, liquidity, and
leverage ratios, was performed. In terms of activity ratios, the total assets turnover, inventory

turnover, days of inventory on hand, receivables turnover, days of sales outstanding,

114



payables turnover, and the number of days of payables were calculated. The total assets
turnover of SKODA AUTO a.s. was higher than the industry average and the comparator’s
result at the end of the reference period, and thus there is no need to improve it. The inventory
turnover of SKODA AUTO a.s. had a declining trend during the five-year period, and days
of inventory on hand were gradually increasing, however, the higher the inventory turnover
and shorter days of inventory on hand, the better situation is the company facing. For
this reason, the company should raise the inventory turnover by lowering inventories or
boosting sales. However, as sales are mainly generated from cars, which are still facing a
shortage of components, and the inventories are growing precisely due to the incomplete
production of these cars, the recommendation to reduce inventories can only be implemented
only to the excess inventories or once the problem with lack of components will be resolved.
Receivables turnover of SKODA AUTO a.s. experienced ups and downs during the five-
year period, starting with 22.08 in 2017 and ending with 18.55 in 2021. Days of sales
outstanding were 16.53 in 2017 and increased to 19.68 in 2021. The recommended situation
occurs when the receivables turnover is increasing while days of sales payables are
decreasing, and therefore the company should set measures to decline its trade receivables.
Payables turnover of SKODA AUTO a.s. was falling from 9.40 in 2017 to 7.26 in 2021.
Generally, the optimal situation occurs when the payables turnover ratio increases and the
number of days of payables decreases, and thus SKODA AUTO a.s. should improve the
payables ratio and the number of days of payables by diminishing trade payables.

In terms of liquidity ratios, the company’s current, quick, and cash ratios were calculated.
The analysis of liquidity ratios pointed out the below-average and below-recommended
values. The current ratio of SKODA AUTO a.s. dropped from 1.24 in 2017 to 0.83 in 2021.
The slump was caused by significantly lower cash and cash equivalents. As a result, the
values were below the recommended interval of 1.5-2.5. In order to improve the current
ratio, the company should increase its current assets. Lower values of current liquidity testify
to the use of liabilities to pay for operating activities. It is important to take into account that
the company is part of VW Group, and thus lower ratios do not have as much of an impact
on performance because the parent company can intervene and financially support its
subsidiary. The quick ratio of SKODA AUTO a.s. experienced a declining trend from 1.09
in 2017 to twice less 0.53 in 2021 as a result of lower cash and cash equivalents. Moreover,
the inventories grew as a result of work in progress. For this reason, the quick ratios of

SKODA AUTO a.s. were below the recommended interval of 1-1.5.
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The recommended values could be reached by increasing current assets, decreasing
inventories, or decreasing current liabilities. The cash ratios reached higher values than the
industry average and occurred in the recommended interval of 0.2-0.5 at the end of the

reference period. Therefore, no suggestions for improvement are needed.

Moving to the profitability ratios, the return on capital employed of SKODA AUTO a.s.
ranged around 13.14% at the end of the reference period, reached much higher values than
its comparator, and generated profit from its capital employed. The return on assets deepened
from 16.16% to 7.60% in 2020 as a result of decreased EAT. At the end of the period, the
ROE increased to 11.33%, which means that the company survived the challenging year and
improved its ability to generate profit from assets. The return of sales of SKODA AUTO a.s.
is relatively low and could be improved in the future by boosting sales. Despite all the
bottlenecks with production, lack of components, and thus the limited possibility of sales,
the ROS is positive all the time. The return on equity of SKODA AUTO a.s. experienced
increases caused mainly by paying out the dividend from retained earnings and decreases
resulting from significantly lower EAT. Despite the changing development, the ratio reached
22.07% in 2021, which indicates that the company is successful enough in generating profit

from its equity, and therefore no suggestions for improvement are recommended.

The leverage ratios, including debt ratio, equity ratio, and debt-to-equity ratio, were
calculated. The debt ratio of SKODA AUTO a.s. stood at 53.17% in 2017 but experienced a
slight increase to 56.14% in 2021. Although the company’s debt ratio met the recommended
values of 30-60%, the ratio is very close to its upper limit, and therefore the company should
implement appropriate measures, for example, to reduce liabilities or increase assets in order
to lower this ratio. The equity ratio reached a peak of 50.92% in 2018 as a consequence of
the significant decrease in total assets. At the end of the period, the equity ratio stood at
43.86% and met the recommended values of 70-40%. However, it is very close to the lower
level, and thus the company should focus on increasing the equity or reducing the total assets.
The debt-to-equity ratio stood at 113.53% in 2017 but rose to 127.98% in 2021. The ideal
value varies but should not be higher than 200%, which was successfully fulfiled by the
company, and hence no suggestions for improvement are needed. Finally, the financial
health of the company was assessed using credibility and bankruptcy models. Based on the
Altman Z-score, the company exceeded the recommended value of 2.99, except for 2020,

and so the company is considered financially stable and is not threatened with bankruptcy.
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The company’s Index INOS exceeded value 1.6 four times during the reference period,
indicating that the company creates value and is financially stable, except for the challenging
year 2020 when it got into the grey area, where the company does not create value, but it is
not going bankrupt. According to the Kralicek Quick Test scale, the company gained the
best possible rating (1) in 2017, 2018, and 2019. A company is considered financially stable
if the final value is in the range of 1 to 2. Based on the calculated values, the financial stability
and profit situation of the company was excellent in the above-mentioned years. In 2020, the
rating worsened to 2.25 mainly as a result of low return on assets, longer debt repayment
period from cash flow, and declined cash flow in the percentage of sales and thus the
company got into the grey area. At the end of the reference period, the company improved
the debt repayment period from cash flow and the cash flow in the percentage of sales.
Consequently, the company gained a satisfying grating of 1.5 and moved to the best possible

range of 1-2. The Kralicek Quick Test has also shown the financial stability of the company.

The first hypothesis, which assumes that SKODA AUTO a.s. financial indicators are better
than the industry average, can be confirmed based on the calculations in the methodology
part. The profitability, activity, and leverage ratios of the company are above the industry
average, indicating strong financial stability. The only exception represents liquidity ratios,
which are below the industry average mainly because of the decrease in cash and cash
equivalents. The second hypothesis, which assumes that the companies SKODA AUTO a.s.
and SEAT/CUPRA achieved similar financial results, cannot be confirmed based on
calculated results since SKODA AUTO a.s. has strong financial health and SEAT/CUPRA’s
financial health is significantly threatened with bankruptcy. The third hypothesis, which
assumes that the Covid-19 influenced the financial health of SKODA AUTO a.s.
significantly, must be rebutted because the financial figures of the company did not indicate

financial struggles in 2020 and were even improved in 2021.

Despite the above-mentioned recommendations, the financial analysis confirmed that the
company SKODA AUTO a.s. is financially stable, often showing better financial figures and
ratios than the industry and its comparators. The company survived the challenging year
2020 and is gradually restoring its financial health, which was affected by the pandemic
crisis, lack of components, and decreased sales in China. Currently, the financial situation
of the company can be affected by the Russian-Ukrainian conflict, and therefore the

company must monitor the development of all possible threats.
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Conclusion

The aim of the master thesis is to assess the financial health of SKODA AUTO a.s. during
the reference period 2017-2021 using financial analysis and its basic methods, including
analysis of absolute indicators, analysis of differential indicators, analysis of ratio indicators,
and analysis of cumulative indicators. The financial analysis is performed to assess the
company’s financial stability and bankruptcy risk and reveals weaknesses, threats,
opportunities, and strengths. Subsequently, specific suggestions are recommended for
improving the economic situation. Data necessary for conducting the company’s financial
analysis are obtained from annual reports and financial statements. The literature review of
the master thesis firstly defines international business and its developmental stages from a
completely domestic company to a transnational company since the financial analysis of an
international company is performed. Moreover, financial reporting and individual financial
statements are introduced in accordance with International Financial Reporting Standards.
Then, financial analysis and its methods are detailly described comprising the horizontal and
vertical analysis of financial statements, net working capital, activity ratios, liquidity ratios,

profitability ratios, leverage ratios, and credibility and bankruptcy models.

In the methodological part, Volkswagen Group and SKODA AUTO as. financial
characteristics obtained from annual reports are assessed, and subsequently, the analysis of
the Czech automobile industry is performed primarily to compare SKODA AUTO a.s.
financial ratios with the industry average. Since the company is considered a leading Czech
car manufacturer, most of its financial ratios are below the industry average. However, the
liquidity ratios are below the industry average as a result of an increase in trade payables, a
decrease in current assets, especially cash and cash equivalents, and the decision to pay a
dividend, which is the reason for the increase in current liabilities. In the following chapters,
SKODA AUTO azs. financial ratios are further compared with another VW Group volume
brand SEAT/CUPRA to determine whether the calculated values are favourable or not. The
horizontal analysis of financial statements shows that the total value of assets declined by
7.7% as a result of the gradual reduction of current assets, mainly because of the
development of net liquidity and the fall of cash and cash equivalents due to the uncertain
pandemic situation. The total equity and liabilities decreased 7.7% during the five-year
period as a result of the significant decline in current liabilities. The equity dipped due to the

sole shareholder’s decision to use retained earnings to pay out approximately CZK 38,500
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million in dividends. Moreover, the equity dropped due to a decrease in the economic result
caused by the pandemic crisis. The total revenues increased by 3.7% during the reference
period. The horizontal analysis showed a drop in revenues by almost 7.6% in 2020 and 0.4%
in 2021 caused by the Covid-19 pandemic, which restricted car sales as a result of closed
dealerships and other issues. Furthermore, the lack of components deepened the decline as
the vehicles could not be sold, and thus the cars stood in the parking lots. On the other hand,
a significant cost reduction to improve the economic result was noticeable when the Covid-

19 occurred. Finally, the economic result declined significantly but stood positive each year.

In the following subchapter, the net working capital of SKODA AUTO as. and
SEAT/CUPRA are calculated. Despite the values of SKODA AUTO a.s. being considerably
better than SEAT/CUPRA values, they need to be improved as they turned out to be negative
due to the pandemic and therefore signalize potential concerns for creditors that the company
may not have sufficient financial strength to cover its current liabilities. Consequently, the
suggestions to increase current assets or decrease current liabilities such as trade liabilities
are recommended. Further, the activity ratios of SKODA AUTO a.s. are above the industry
average, however, they are worse than the comparators’ activity ratios, except for total asset
turnover. For this reason, the company should raise the inventory turnover by lowering
inventories or boosting sales. However, because sales are primarily generated from cars,
which are experiencing component shortages, and inventories are growing precisely due to
work in progress, the recommendation to reduce inventories can only be implemented to
excess inventories or once the component shortage problem is resolved. Moreover,
receivables turnover of SKODA AUTO a.s. declined during the reference period while days
of sales outstanding increased. Therefore, the company should set measures to lessen its
trade receivables. Contrary, the payables turnover of SKODA AUTO a.s. fell, and the
number of days of payables decreased, and thus SKODA AUTO a.s. should improve the
payables ratio and the number of days of payables by diminishing trade payables.

Interesting are relatively low values of SKODA AUTO a.s. current and quick ratios, which
are below the industry average and recommended intervals. The slump is caused by
significantly lower cash and cash equivalents. In order to improve the current ratio, the
company should increase its current assets. It is important to take into account that the
company is part of VW Group, and thus the lower ratios do not necessarily have a huge

impact on the financial health because the parent company can intervene and financially
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support its subsidiary. The quick ratio of SKODA AUTO a.s. experienced a declining trend
as a result of lower cash and cash equivalents. Moreover, the inventories grew as a result of
work in progress. For this reason, suggestions for improvement, such as increasing current
assets, decreasing inventories, or decreasing current liabilities, are recommended. Despite
all the bottlenecks with production, lack of components, and the limited possibility of sales,
the profitability ratios are above the industry average and comparators ratios during the
reference period. The company reached the positive economic result also the challenging
year 2020 and thus was able to generate profit from its assets, equity, and sales. The debt
ratio of SKODA AUTO a.s. experienced a slight increase to 56.14% in 2021. Although the
company’s debt ratio met the recommended values of 30-60%, indicating the sufficient
solvency of the company, the ratio is very close to the upper limit of recommended interval,
and therefore the company should reduce liabilities or increase assets in order to lower this
ratio. The equity ratio stood at 43.86% in 2021 and met the recommended values of 70-40%.
However, it is very close to the lower limit, and therefore the company should focus on
increasing the equity or reducing the total assets. The debt-to-equity did not exceed 200%,

and hence no suggestions for improvement are needed.

Last but not least, the credibility and bankruptcy models, including the Altman Z-score,
Index INOS, and Kralicek Quick Test, are used to disclose the financial health or financial
risks of the company. Based on the Altman Z-score, the company exceeded the
recommended value of 2.99, except for 2020, and so the company is financially stable and
is not threatened with bankruptcy. The company’s Index INOS exceeded value 1.6 four times,
indicating that the company creates value and is financially stable. In 2020, the company got
into the grey area, saying that the company does not create value but is not in danger of
bankruptcy. Kralicek Quick Test perfectly underlines the information obtained from
previous models and again shows based on ratings that SKODA AUTO a.s. had an excellent
financial position and profit situation, which were worsened by the pandemic crisis. The
financial analysis confirmed that SKODA AUTO a.s. is a high-performance company with
a stable financial position that can withstand various crisis periods, such as the Covid-19
crisis. However, there is still space for improvement as the company can be affected by the
Russian-Ukrainian conflict and the components shortage issues, which have not been
resolved yet. The practical benefit of the master thesis lies in the evaluation of the
international company’s financial health and the identification of key factors that negatively

affect financial performance. These factors are the pandemic crisis, shortage of components,
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and decreased sales in China as a result of price wars with competitors and increasing
shipping and input prices. The financial analysis revealed the company’s weaknesses, such
as increased liabilities and work in progress, and strengths, such as the leading position in
the Czech automobile industry, satisfactory profitability ratios, and successful cost
reduction. Moreover, opportunities in terms of increased deliveries to India and increased
product portfolio were identified. From a scientific point of view, the master thesis has
proved that financial analysis is an important, accurate tool for determining the company’s
health as it can predict the financial development in the future, reveal strengths, weaknesses,
opportunities, and threats, and discover the items of financial statements that need to be
improved. This information is necessary for the company’s Board of Management to make

quality decisions.

If the master thesis expands, it can include the financial analysis of Volkswagen Group
passenger cars in comparison with Volkswagen Group commercial vehicles. The financial
results of all Group brands can be further compared with the European automobile industry
average. Moreover, it will be interesting to assess the financial situation of SKODA AUTO
a.s. based on purely electric vehicles, which are considered the future of the automotive

industry.
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