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Summary

The bachelor thesis is concerned with the explapgiower of the statements compiled
in accordance with International Financial RepaytiBtandards. Primarily, the statements,
their constraints and the most widely used methofldinancial statement analysis are
described. Subsequently, the financial analyspgeréormed for the years 2006-2010 in order
to assess the informative potential of the statésneks a final point, the assessment of the

analysis outputs and the overall conclusion areemad
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1. INTRODUCTION

Accounting is a structured and sophisticated sydta recording business operations in
monetary units according to a given group of rubesd norms. The operations have
unquestionably economic consequences and ther#fereole of accountancy as a tool for
monitoring, recording and subsequent exposure wénfiial activities occurring in the
accounting entity is indispensable. Then, the npairpose is to gather information about the
economic events and transactions, their summariamgd) submitting an overall report on
financial situation and financial performance oé tompany. If the objective of keeping the
records is to provide such information, particyldd external users, then it is called financial
accounting. However, the internal users like marsaged even the employees may benefit.
Among the external groups involved in the compamgsvities belong, for example, the
investors, owners, tax authority offices, supplietsstomers and trade associations.

Routine accounting records take place during theowtting period; their accuracy
undergoes necessary scrutiny and in the end, thiesvem preparation of financial statements
come about. The statements should encompass ale-abentioned information, which is
further supported by notes and often by annualrtegfghe company.

The most important group standing outside the comps without a shadow of a doubt
the investors. It is principally the investors whoe interested in clearly understandable,
reliable and comparable financial statements becdbsy must correctly interpret them,
consider the potential risks and profitability d@nehlly decide on their financial investments.
The difficulties appear when the investors attetoptompare financial statements of several
organizations located in many different countrie®ss the globe. Accounting systems vary in
many ways actually. Each country has its own speadcounting and tax legislation, methods
and procedures and in consequence, the informdtecomes incomparable from the
worldwide perspective. That is why the investorgehto put lots of hard work and resources
for understanding individual national statements. fhis reason, it is exceedingly important
and pressing to develop one unified internationtahdard for financial reporting, one
consistent and universally applicable language mchv the statements would be grouped

together. Thanks to this process of unification atahdardization (harmonization), it will be



far easier to perform the true international finahstatement analysis. The most important
means of harmonization are United States Generallgepted Accounting Principles,
International Financial Reporting Standards andifdctives.

If the investors want to come with appropriate dieei about allocating their funds, it is
not only important to understand and compare infdiom from financial statements in its
original raw shape but a fundamental financialestegnt analysis should be executed at least
since it enables them to see some of the interations in the statements with higher facility.
The vertical common-size analysis, horizontal comsaize analysis and calculation of the
most commonly used ratios shall bring more comprsive picture of the economic situation
prevailing in the enterprise. It is indeed a gréadl for evaluation of the strengths,

weaknesses, health and effectiveness.



2. THE GOAL AND METHODOLOGY

The underlying objective of the thesis is to analysgreat detail the financial statements
compiled in agreement with International Finan&alporting Standards with the intention to
assess their informative potential via accomplighine financial statement analysis. The
partial aim is to characterize the constraintshefdtatements, which may debase the ability to
inform about financial position and performanced aescribe the most widely used methods
of financial statement analysis.

The thesis is separated into practical and thesadepiart. The latter one functions as the
initial point for the practical part.

In order to reach the goal of the thesis, the gmmite theoretical sources are chosen and
critically processed in the theoretical part. Tegieval of knowledge and information is done
through special literature provided both in pressed electronic form. Such literature is
analysed, compared and the information is subsélgugynthetised. In the first instance, the
fundamental information about international finaheeporting is given followed by thorough
characterization of the statements. Subsequelhtyconstraints to the statements are probed
and in the end, the methods of financial staterapatysis are described.

With regard to the practical part, the same metlagical approach is applied. Firstly, the
annual reports of companies are gathered and &ahlierely the information released freely
to public and all other external subjects is usBde data is processed through financial
statement analysis and the outputs are comparedtiove within the company and among
companies. Financial statement analysis includegdrmal common-size, vertical common-
size and ratio analysis. However, not all existiagjos are used but only those that are
important for assessing the explanatory power efdfatements. In the end, the synthesis is

done by overall assessment of the analysis outcomes



3. LITERATURE REVIEW
3.1.Financial Reporting

3.1.1.International Financial Reporting Standards

The International Financial Reporting StandardR@F serve as one of the means of
harmonization of different accounting systems adouhe world: “The International
Accounting Standards Committee (IASC) is committecharrowing these differences by
seeking to harmonise regulations, accounting stesi&leand procedures relating to the
preparation and presentation of financial statensehftl]

In the second half of the twentieth century, théedmational Accounting Standards
Committee (IASC) was established as an independedtprivate company that was later
transformed to International Accounting Standarasn@ittee Foundation (IASCF) whose
members are professional accounting and auditinganizations. The IASCF is now
authorized with financing the activities and encasges various bodies from which the
International Accounting Standards Board is the tmiagportant due to the fact it is
responsible for creation of the actual IFRS. Thendards called International Accounting
Standards (IAS) developed by IASC are still vala].

3.1.2.Conceptual Framework

Framework for the Preparation and Presentation inhri€ial Statements is a very
important introductory part, which underlies thelgéophy, the essential principles, of the
standard construction. Its purpose is to assistAl®B in the development of standards and
their review, instruct the preparers of the stateisieassist the auditors in deciding whether
the statements comply with qualitative charactessthelp the users to interpret the data
presented in the statements and provide the intiwmdo other interested parties. The
framework is concerned with the objectives of ficiah statements, the qualitative
characteristics of the statements, the elemenis fwbich the statements are constructed and
the concepts of capital and capital maintenange. [3



The objective of financial statements

The objective as defined in the framework is asofes: “The objective of financial
statements is to provide information about therfsial position, performance and changes in
financial position of an entity that is useful tonade range of users in making economic

decisions.“[1] The usefulness is maintained by providing fair preation.

Qualitative characteristics

The fair presentation of financial position, penmfiance and cash flows is accomplished
by complying with four basic qualitative characs#ids.

First, the statements prepared in line with IFR8utdh be easily understandable by the
users who are expected to possess basic knowlédgsiaoess and economic activities.

Second quality is the relevance of the informapogsented. Relevance is an ability of the
information to influence the decisions made by @lsers of the statements. The timelier the
information, the more relevant for the users.

Statements should be reliable. It means they doinobide any misrepresentation and
important errors. The users can rely on the rediabformation, which represents the true
economic reality of the company. The features diabdity are faithful representation,
substance over form, neutrality, prudence and cetapéss.

The last characteristic is the comparability of siaements that is ensured by applying
consistent accounting methods over time. Then,ptiogided information can be compared

either with previous data within one company or aghthe companies. [1]

Underlying assumptions

Going concern principle is based on an assumphenatcounting entity will exist and
perform its business in a foreseeable future. Towpany does not intend to cease or
significantly narrow its operations and the assets bought with the intention of making
money. [4]



The transactions are recognized when they occunh@n the associated cash flows
occur. Such an approach is called accrual, andcasmsequence the accounting is referred to
accrual accounting. [4]

Measurement of the elements of financial statements

The amount at which the elements are presentdtkistatement of financial position and
the statement of income is determined by the smleateasurement basis. The standards
recognize five fundamental measurement bases, warielused throughout the whole set of
standards depending on the elements they are cettwiith.

Historical cost is the most common one. It is based on the amotigash and cash
equivalents needed to acquire the asset. In casasget was not received for cash and cash
equivalents, the historical cost is the fair valmtethe date of acquisition. Liabilities are
measured at the expected amount needed for thansent.

Current cost is the amount of cash or cash equivalents neanletduire the same or
similar asset at the day the measurement takes.fegarding the liabilities, the amount of
undiscounted cash or cash equivalents neededtl® thet obligation today is used.

Realizable valueis the amount of cash or cash equivalents, whichldvbe received if
the assets were sold in orderly disposal. Theliiggs use the amount of undiscounted cash or
cash equivalents expected to be settled in the alaraurse of business.

Present value With regards to the assets, it is the amountre$gnt discounted value of
future cash inflows, which are to be generatedhértormal course of business. Liabilities are
valued at the amount of present discounted valueutifows needed to settle them in the
normal course of business.

Fair value is an amount for which the asset could be exctamgehe liability settled
between the informed partners willing to performe ttransactions under the orderly

conditions. [5]



Complete set of financial statements

According to IAS 1 - Presentation of Financial staénts, the complete set of financial
statements comprises of [1]:

» A statement of financial position as at the enthefperiod.

» A statement of comprehensive income for the period.

» A statement of changes in equity for the period.

» A statement of cash flows for the period.

* Notes, comprising a summary of significant accaunpolicies and other explanatory
information.

» A statement of financial position as at the begigrof the earliest comparative period
when an entity applies an accounting policy reteotipely or makes a retrospective
restatement of items in its financial statementswben it reclassifies items in its

financial statements.

3.1.3.The Statement of Financial Position

"Accounting is concerned with how rich a particuperson is.'[4]

The statement of financial position, also callegl skatement of financial condition or the
balance sheet, is one of the underlying finandialesnents. The name "balance sheet" was
changed to "the statement of financial positionérathe revision of IAS 1. In keeping with the
IASB, the new title is more suitable for represegtihe function and content of the statement.
Besides, it was familiar and used internationatilyrhore than twenty years. Its purpose is to
inform the readers (users of the statements) athmutfinancial situation prevailing in the
company. The user can find the information on hdw business is successful or how
successful it may be in the future. The balanceetshecords the state of current and non-
current assets, and the sources these assetsiaezldeom. The sources are the creditors and
the owners also known (according to the accourt@ngninology) as liabilities and equity. It
provides the information about the enterprisestit@n because it is prepared as of a specific
date. Accordingly, the balance sheet is staticature and reflects the situation on the day of

its preparation. The day is called the balancetsiteeeand it comes about usually at the end of



the accounting period. [3]
At any point in time, the sum of assets has to dugakto the total liabilities and equity
that support these assets. This relationship isesgpd by the balance sheet equation (also

known as accounting equation):

ASSETS = LIABILITIES + EQUITY

The balance sheet statements differ from one andtbeause they are cumulative and
reflect all the transactions, which took place dgrihe reporting period causing the changes in
balance accounts. Some of the transactions gieetoigxpenses and revenues and thus they
influence the equity. The transactions have tohioedghly recorded and the closing balance
sheet is compiled on their basis then. The initialance sheet is compiled easily. All the
assets, which will be used in the business, aretiomd and the value of these assets
represented by the capital registered as well. fidve balance sheet, the closing one, is
compiled at the end of the accounting period saé tha transactions that occurred in the
company over past period and caused the changhs ipalance sheet are added to the initial
one. With individual reported transactions, these a relationship between these two
statements called "balance continuity”. [4]

There are only four possible changes, which carpérapn the balance sheet without

breaking the rule of accounting equation:

* There is an increment in both assets and lialsldied equity.

* There is a decrement in both assets and liabiktnesequity.

» There is a decrement in one item of assets indwingcrement in another item of
assets.

* There is a decrement in one item of liabilities ahdreholder's equity inducing an

increment in another item of liabilities and equity

Each transaction is expressed in at least two i@nassets or liabilities and equity. This
is the reason the accountancy is sometimes termgldletentry accounting. The balance sheet
should not be confused with a document called|"biédance sheet" which is not a statement

but it only sums up all the opening balances, tuen® and closing balances.



Moreover, the statement of financial position hascomply with a group of formal
requirements. The title of the statement, the ifleation of the entity whose financial
position is presented and the date of preparattmn l{alance sheet date) have to be contained
in the heading. The name of the entity should leesime as stated in the document by which
it was created and should reflect the legal stéus. limited liability company, joint-stock
company, general or limited partnership). It shaalkb incorporate the currency and the order
of figures (millions, thousands, etc.) in which th@nsactions are reported and the information

on whether it is consolidated or individual statam¢3]

Format of the balance sheet

Formats of the statement of financial positionetificross the world. In the United States
of America, the most liquid assets are the emphkdsines and accordingly they have priority
to be reported as the first ones followed by ttes lkequid ones. In the United Kingdom, it is
done in the opposite way. International financggarting standards, IAS 1 concretely, do not
explicitly specify the format and what should bewdrat should not be directly presented in
the statement of financial position. Only the mialngroup of items is prescribed. For that
reason, the decisions related with the format aetdild represented in the statement depend
solely on the accounting entity, which compiles th@tement in a way easing the
comprehension of its outcomes. Despite the facsthiements of financial position may vary
from company to company, the fundamental infornmaiiecluded in them should be the same.
[6]

Two main types of formats of the statement exisieylrare called the report format and
the account format. The account format is basedhenconventional pattern of accounting
equation with assets on the left and liabilitiesl @quity on the right. The advantage of this
format is it enables demonstration of the totahhaé sum. The account format is the favoured
one and usually chosen by the people preparingtdtements. The base of the report format
stems from the modification of the balance sheeitgn and the elements of the statement
are listed in a single column from the top to tleétdm. This type stresses the liquidity of the
items whose appraisal is eased by the inclusi@nohdicator called "working capital”, which

is counted as the difference of current assetscan@nt liabilities. The modified accounting



equation used for report format is as follows|[5]:
ASSETS - LIABILITIES = EQUITY

Despite the minimal group of items that have tgb=sented (in accordance with IAS 1)
directly in the statement, the items, which arestered significant and whose pretermission
or incorrect presentation would influence the ecenicodecisions of the users in a negative
way, have to be reported either straight in theestant of financial position or in the notes. If
the assets have particular nature, liquidity, fiomctwithin the entity or are measured
differently, they are to be contained as well. lilibs are sorted with respect to their
significance, type and the settlement date. Reggriie other standards, they impose specific
requirements on the items and their classificatir. example, IAS 16 requires presentation
of certain categories of non-current assets, IA8qRires detailed classification of inventories

and IAS 37 assorts the provisions according ta tiedation with company's activities, etc.

The elements of statement of financial position

Assets
"Resources controlled by the enterprise as a resytast events and from which

future economic benefits are expected to flow ecethterprise.[6]

Tangible and intangible assets are controlled ey éhtity. The entity can obtain the
economic benefits and to restrict other entitiegdm access to the benefit. Sometimes, there
would be a considerable problem in distinguishingatvpart of the benefit flowing in the
business belongs to the company. Because of thatlatk of evident control over such an
item results in non-recognition of the asset. Tdguirement of control prevents the companies
from omitting some items, which should be posityveicluded in the balance sheet. Unless
the condition of control was requested, some of rdsources used by the enterprise and
related obligations would be hidden and thus thevesmce of the provided information would
be diminished. For that reason, it is not importahether the item is owned but an existence
of a right or other access similar to the righbwinership is sufficient enough for the item to
be recognised as an asset. Rights and other actagsbe comprised, for instance, of

agreement to lease or rent resources. [5]

10



The assets are results of past transactions ortevéhey are commonly generated
through purchase, operating activities (servicevigiexl) or financial activities (issuance of
debt). Yet, other transactions or events may leathé increment of the assets because the
resources do not have to be necessarily spenttgmeze the assets. This is the case of gifted
items, subsidies or production quotas assignedofrebarge.

Future economic benefits represent the potentidhefassets to generate cash or cash
equivalents. Some of the assets generate the oflsiws faster than the others. On that
ground, they are divided pursuant to their liquidir current and non-current distinction.
Nevertheless, the principal idea is that everytdsseomes, sooner or later, an expense and in
consequence the revenue may be created. Usualgotids are sold, the material is used and
the machines are depreciated but the future ecanbemefits may flow to the enterprise by
many other ways. The assets can be exchangedher assets, used for the settlement of a
liability or divided among the owners. [4]

In addition, another criterion for recognition feetcapability of reliable measurement of
the item's value and cost. Reliable means the nisnbreer which the assets are reported are
faithful and free from serious errors and distarioSometimes it is necessary to come with
some estimation for the information to be faitrdnbugh and so the estimations are permitted
by the standards provided they are reckoned inrdaogce with accounting principles. If the
entity is not able to evaluate adequately the ebgokeeffect, it is impossible to report the item
in the balance sheet but occasionally it is inctldie the notes. Such an item is called
"contingent asset", which is the result of pastnéveand whose recognition in regular
statement depends on the future events, which mayay not come about. The typical

situation is contingent claim stemming from judigeoceedings. [5], [7]

Liabilities
"Present obligations of an enterprise arising frpast events, the settlement
of which is expected to result in an outflow obreses embodying economic benefits.

Liabilities are what a company owes (e.g., bank®omgs):' [6]

The obligations of an enterprise are the fundanhehi@acteristics of the liabilities. The

company is liable or obliged to do something on d@edhwhen a specific event or particular

11



date (date of settlement) takes place. There avemain types of obligation. They are either
money related or non-money related. The first oommonly arises when something is
reported as an expense or an asset but has nopbh&kget. This is the case of buying the
material, goods or services. Non-money relatedgabbn comes forth when money is
received in advance for some services, goods oerral that have to be provided in the
future. However, not all the assets are reciproial,example the payables to partners and
participants in an association. Some of them agallle enforceable because of an agreement
or are imposed by government or judicial decisioriorm of taxes, fines, etc. Some of them
arise from changes in currency and interest rates.

Anyway, the obligation cannot be avoided and thewm in which it will be settled up
has to be reliably measurable. If the criteriorredfable measurement is not accomplished, it
is not a liability. Such situations actually happ@tbligation is known to exist but the amount,
the date of the settlement end even the person aoynis liable to is not known. In that
situation, the entity has to undertake an estinohtthe liability. These estimates are called
provisions. Sometimes an obligation may emergenfie future events come about, and thus
the existence is not known for sure either. Sudigations are called "contingent liabilities".
IAS 37 is devoted to provisions and contingent gdiions when they are both further

examined and analysed. [5], [7]

Equity
"The residual interest in the assets that remaitaraleducting its liabilities. In a business

enterprise, the equity is the ownership interd§}"

The term net assets may be used. The amounts pgsirbse terms are equal because
they are reckoned in the same way. Net assetslre/@dich items the wealth is composed
and the equity informs about the sources. The gqaitincreased either by the owner's
investments or by profits and is decreased eitlgethb owner's withdrawals (for instance, in
case of paying the dividends) or losses. The egsiityrther divided. Two basic components
are the capital registered and net profit or |@sdy at the beginning of business, the latter one
is not present in the balance sheet. [8]

The equity represents the owners' claims on thepeoyis wealth (net assets) and is the
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basic criteria for distribution of earnings. Theidion of the equity depends on the legal status
of the entity and, for that reason, differs frommgany to company. It may be sorted
according to its origins and sometimes it is inflced by legal and other restrictions. The key

function is to cushion possible losses, maintairsitadpility and credibility for the creditors. [8]

Current and non-current distinction

The assets and liabilities can be divided into entrand non-current. The entities do not
have to classify these basic balance sheet comfmnensuch a way provided better
categorization, which provides more relevant antabke information, exists. Such a
classification is based on the liquidity of assatsl liabilities (the banks usually use this
method). The combination of both approaches isipless

Two main ways of defining the currentness and namenitness are applicable. In the first
one, the division is done consistent with a cerparnod. In compliance with this method, the
liabilities and assets are considered current eéfythre settled (not necessarily in terms of
money) during the interval shorter than twelve rhenSometimes the current part of the non-
current liability or asset has to be separatedrapdrted if it is realized in the next accounting
period. By way of the second one, the relationsi@jween the assets and liabilities and the
operating cycle has to be determined. The entdpsrating cycle is defined as the time
between the purchase of materials coming in thegzsing and the receipt of cash or cash
equivalents for selling the outputs created thropigitessing of the materials purchased. Such
an approach enables to reflect individual operatiygjes in different accounting entities and
thus it provides higher-quality information. Unlatg assets and liabilities are settled during
the operating cycle, they are not regarded as murfdnis way of specification is based on an
assumption the operating cycle can be defined.cmnot be defined, the entity has to expect
its length of twelve months in compliance with IAS[5]

An asset is classified as current if it compliethvat least one of the following criteria [1]:

* ltis expected the assets are to be realized dmengtwelve months since the balance
sheet date.
* An asset is expected to be realized or held f& satonsumption within the period of

normal operating cycle.
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e The assets are either cash or cash equivalents.

» Their primary purpose is to be traded.
Liabilities are classified as current if they comfoto one of four following criteria [1]:

« Aliability is expected to be settled over a peraddhe entity's normal operating cycle.
e Itis held primarily for trading purposes.

e ltisto be settled in twelve months since the ehan accounting period.

* The liabilities are considered current unless t@anting entity has the right to hold

over the settlement for a period longer than twehamths.

Non-current assets comprise of tangible, intanggole financial. Tangible and intangible
assets are not primarily held for trading but tle&in purpose is to be used within long-term
period and they enable, enhance, facilitate ordenaentral business activities of a company.
The financial non-current assets are held becatisheo expectation of future inflow of
economic benefits. Contrary to the current oneg fimancial non-current assets are
considered less liquid by their nature and theyesgnt long-term or strategic investments.
[3], [5]

Non-current liabilities include obligations arisirep a part of the long-term capital
structure (e.g. issuance of bonds, lease obligsitiand obligations, which originate in normal
course of operations (e.g. long-term bank loanfgroed taxes). Other non-current obligations
are contingent liabilities, which have to be in@ddin the notes only. The liabilities are
considered contingent provided the emergence afbdigation is not certain enough but the
probability of future economic outflow is not ingifjcant and is of considerable value (e.g.

guaranty). [3], [5]
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3.1.4.Statement of Income and Comprehensive Income

"The income statement provides a classificatioexpenses and revenues. It presents the

information on how the business got richdd]

The traditional income statement is a written oievof expenses, revenues, losses,
gains and net income over a specific period englte users to scrutinize the results of
company's business activities. The profit, experesed revenues are always for a period. The
reason is they have to be reported in accordantte the matching principle stipulating the
expenses leading to revenues. As a result, theréing between them. The profit is one of the
items presented in shareholder's equity, and teisame rules are applicable to it. Revenues
and expenses are only a part of income and thiatiarship can be expressed in following

equation:
REVENUES - EXPENSES = NET INCOME

Despite the predominating statement of financiaigm, the income statement is still
treated by the interested parties (e.g. creditonggstors) as the most important one for
assessing the company's ability to generate figaneings and cash flows. It is a considerable
and indispensable source for evaluating compangstableness since it provides detailed
information on how individual items influenced tmeome. The statement is also known as
profit and loss account, statement of earningsatesent of operations. [3]

The standard IAS 1, after its revision in 2007 uiegs the accounting entity to report all
changes in the equity during a period separateynfall owner changes (investments by
owners and distribution to owners) in a statemértomprehensive income. The purpose of
such an income is to provide information about tihtal performance of an enterprise. All
owner changes in equity should be presented iratersent called statement of changes in
equity separately whereas the components of corapsafe income must not. Therefore, the
total comprehensive income comprises of all revenagpenses, gains and losses influencing
the level of profit or loss in a particular accdogt period as well as other changes in net
assets except for those resulting from transactiatis owners. Such other changes in equity
are called other comprehensive income, which dagsinfluence the profit or loss. These

items are consisted, for instance, of changesvaluation surplus of non-current tangible and
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intangible assets used for business, changes @igforexchange rates reported straight in
equity, actuarial gains and losses on defined litepkins and impacts of re-measuring of
available-for-sale financial assets. Some of threker comprehensive income items may be
recognized as revenues or expenses in the nextirgoog period and consequently affect the
income. The non-current assets, which were revadutt realizable value, may be sold and a
gain becomes revenue. That is the reason the stEndequire inclusion of comprehensive
income because thorough view of a company enablesanalysts fully to understand its
functioning. [3], [5], [6]

If the amounts classified as other comprehensigente in the preceding period become
items influencing profit and loss in the currenepthe user should be informed about such
reclassification adjustments as they have alreanbyeported in the previous statement of

comprehensive income.

Structure of the income statement

The accounting entity has a right to choose betweparting the information either in a
single comprehensive income statement or in twarsgéed statements. In line with the single-
statement approach, all expenses, revenues, dagsges and other comprehensive income
items are reported in one jointed statement. Adogrdo the two-statement approach, the
traditional income is compiled and is further sigopénted by a second statement that begins
with profit and loss and extends the first one wither comprehensive income items. [5]

The standards do not specify the exact format oterd of the statement. Merely, the
minimum requirements are formulated. In additidrg significant items should be separately
presented when it is relevant for understandingpréormance of an entity and if it enables
easier judgement of its future development. Oncthrdrary, the fourth EU directive describes
four main formats: vertical format and horizontaitrhat for expenses either grouped by nature
or grouped by function. Anyway, the standard resgithe entity to use its legal name and the
title "statement of income" to distinguish the staént from other statements and notes in case
the components of profit and loss are presentdeaping with the two-statement approach.
The reporting period should be clearly identifiedneell. [3]

Some of the components of the statement have symoand the decision on which term

16



is finally presented depends freely on the comp#tet. revenue is sometimes replaced by
sales and turnover and net earnings or net pnafiuaed in place of net income from time to
time but the nature of provided information behthdse interchangeable terms is the same.
Some companies put the expenses into brackets ke oilavious they are subtracted though
some enterprises do not do it this way and therusiae has to distinguish what the expenses
are. Regarding the year columns, the company deeitiether they are listed in increasing or
decreasing order and whether the most-recent geaither in the last or in the first column.
The term net revenue (revenue after adjustmentg)rdfmarily placed at the top of the
statement and net income is usually reported ddateom. The statements, which include the
gross margin (a.k.a. gross profit) subtotal, ares@ered the multi-step. Single-step format
shows all the revenues and gains (usually in coflemount) and then lists all the expenses
and losses whose total sum is subsequently dedwactddthus creates the most relevant
number at the bottom line. [6]

The elements of income statement

Income
"Increases in economic benefits during the accagngieriod in the form of inflows
or enhancements of assets that result in incremseguity, other than those relating to

contributions from equity participants[3]

The standards use the definition of income to emas® revenue and gains. The revenues
are labelled as income from entity's ordinary atés like sales of products and services. In
regard to the revenues, the offsetting is not aldwthey are not decreased by associated
expenses but they may be recognized net of disspoash sales incentives, customer bonuses
and rebates granted. Gains result from secondady casual activities, which happen
irregularly and usually cannot be influenced by toenpany. These increases in economic
benefits are offset by related losses and repasedet. Gains include, for example, sale of
non-current assets not needed anymore, sale aftmeats, sale of current assets like material
(does not apply for goods and products) or exchaate differences. As some of them are

reported among other comprehensive income, thaytbave to influence the profit directly.
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[3]

The main problem regarding the revenues is unddiyptbe time of their recognition.
Revenues occur independently of cash inflows aljhoeceiving money is often associated
with them. Nevertheless, the receipt of cash da¢dave any effect on determining the time
when the revenue should be recognized. The undgrlgriterion for recognition is the
performance of actions, which give rise to the trigh receiving the money. It means the
revenue is recognized if it is earned and such lecypoepresents the essence of accrual
principle. The receipt of money may come beforerdwenue, after it or at the same time. The
company may receive an advance payment from cliesstise an invoice for the goods sold or
sell the goods for cash. Some of the money recaigtsot related to the revenues at all, for
instance a cash inflow stemming from a loan pravitdg a bank. Even though this is a cash
inflow (the business received money), no revenug, vga or will be associated with receiving
this money. [4]

IAS 18 dwells on the revenues in detail descrilithrgcriteria for recognition the revenues
resulting from the sale of goods, the renderings@fvices and the revenues from interest,

dividends and royalties.

Expenses
"Decreases in economic benefits during the accoagrmeriod in the form of

outflows or depletions of assets or incurring liglgs that result in decreases in equity, other

than those relating to distributions to equity pegants.”[3]

The definition encompasses both expenses and IoBsesexpenses result from ordinary
activities of a company. By ordinary activities ngeant the normal, regular and recurring
transactions like purchasing inventory for casHaorreceived invoices. Losses represent an
antipole to gains and accordingly influence theityqaither directly or indirectly through
decreasing the profit. [4], [5]

As for revenues, the determination when the expshseld be recognized can be quite
complicated. They are the opposite of revenues.mbment of recognition is in general in
the period a company uses up the economic berasf#sciated with the cash outflow. It is

essential to know when the cause of money paicdbgation to pay arose. The outflows are
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independent of the related expenses by referentenéoas they may come after expense, at
the same time as expense or before expense: consongb gas at the end of accounting
period will be paid in the next one; instant paymér catering; acquisition cost of non-
current assets, which is to be spread over timeutir adequate expenses. The purpose of
expenses is to earn revenues. There are no revesthesit the expenses since something has
to be sacrificed (used up, consumed) at first. Offices are heated up because of the gas
consumption so the workers are able to provideisesy The machine is used up for
production. If it is possible to match the usagerd¢genue in a period, then it should be
recognized as an expense. Accruals and prepaynaeatsised to allocate revenues and
expenses into the right accounting period and tineet the rules of matching principle.
Nonetheless, sometimes the link between expensksearnues is not as clear as in case of
cost of sales since there are no such costs withewgale of goods. [4]

Expenses that are less directly matched to revefituissunclear whether they bring them
or not) are called period expenses. An example advbalthe fixed costs, which arise in spite
of earning no revenues. Administrative expensed sag bookkeeping, consumption of
electricity or amortization of architecture softwaare typical period expenses. In such cases,
the matching principle cannot be used for decisiomwhich period the expenses should be
reflected. Consequently, a simple rule is appliédhere is no evident relation between
expenses or incurred liabilities to revenues, tasy to be reported in a period when they

happened. Most of the expenses occurring in a coyngee actually the period expenses. [4]

Classification of expenses

According to the IAS 1, the accounting entity ifoaded to prepare the statement using
classification of expenses either by their naturagheir function. It should be considered,
which method provides more reliable and relevafdrmation. The expenses classified by
nature answer the question what happened and wdmtive reason leading to the expense.
The expenses may be incurred by wages, materiaduogption, rent, energy consumption,
external accounting services, etc. The depreciatbrcomputer used in the accounting
department and the depreciation of a productioa &re grouped together in a single line

called "depreciation”. In a line called "wages"ttbdhe wages of shop assistants and the
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wages of store workers are accumulated under i@t Preparing the statement using the
nature of expense method is commonly much easraesihe preparers do not have to
determine the purpose of each expense, which ietsmes quite difficult. Distinguishing
among the individual functions may be too subjectiv cause loss of the information value of
the statement. In such cases, grouping by natuddéhbe used. [3], [4]

The expenses classified by function are listedategories regarding the purpose of such
expenditure. Hence, there are expense groupsdiieof goods sold, administration expenses,
distribution costs, research and development drugsiring expenses. Provided that function
of expense is used, the accounting entity is oblligereport at least its cost of sales separately
and provide information on the expenses groupedabyre, which is useful for prediction of
future cash inflows. Such a classification may ptevmore relevant information (e.g. in case
of manufacturing companies) but its usage depemdthe decision of an entity and "cost
versus benefit" should be considered too. The afios of expenses to products or work-in-
progress and semi-finished products should be domeanufacturing companies in any case
to find out the amount of gross margin and to dacerthe compliance with matching
principle. [3], [4], [5]

3.1.5.Statement of Changes in Equity

Apart from the statement of financial position,tstaent of comprehensive income and
statement of cash flows, the accounting entityetquired to publish the statement of changes
in equity (a.k.a. statement of changes in sharahngslcequity or statement of shareholder's
equity). As for balance sheet and comprehensiveniecstatement, some items should be
presented directly in the statement of changesgjuritye and some are to be disclosed either in
the notes or in the statement. Yet, the formahefdtatement is not explicitly described in the
IAS 1. [5], [3]

The primary purpose is to reflect information abthé opening and closing balances of
the items and the increases and decreases ofttlassets and thus to enable the users to fully
comprehend the changes in financial position. THece of retrospectively reported
alterations in accounting policies, retrospectivedported impacts of errors (further deeply

analysed in IAS 8) and all changes occurred duttieglast period have to be included for all
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equity components. Owner deposits, distributionsvimers and comprehensive income are to
be presented on the face of the statement as Rigldends distributed to owners during the
past reporting period and the amount of dividenelsghare are to be reported either in the

footnotes to financial statements or in the statéroéchanges in equity. [3]

3.1.6.Footnotes

The usage of different alternative methods is esthbhder the IFRS to ensure the reports
fulfil the true and fair view principle. Consequisntthe flexibility is ensured but the
comparability of statements compiled using diffémaethods, estimates and assumptions (e.g.
valuation of inventories, revenue recognition) beeomore difficult. Hence, the supporting
information must be provided.

The notes to financial statements (or just the shaie the footnotes) contain such
information. The fundamental requirements for tbatent of the notes are described within
the IAS 1. Nevertheless, all the standards formeuldte requirements for the footnotes
information. The notes have to be presented sysieaiig and each item presented in the
financial statements has to be marked with crofeseece to any information in the footnotes.
The notes include the statement of compliance WRRS, overall information on the
accounting policies applied, additional informatiéor items presented in the financial
statements relevant to understand any of the hddistatements and other disclosures (e.qg.

contingent assets and liabilities). [3]

3.1.7.Statement of Cash Flows

Despite the fact the accounting is based on actrasik, the overview of the changes in
cash flows is essential for assessment of compéngiscial stability since the enterprise may
generate high profit but on the contrary, it mayeyate zero or negative cash flow. Other
financial statements do not provide sufficient mfation and that is why the statement of
cash flows, sometimes referred to as cash flovestant or funds flow statement, has to be
compiled. It is one of the most important financethtements considering it provides
information explaining the causes of changes hapgen cash balances, e.g. company's cash

receipts and cash payments, over the reportinggheEvery transaction influencing the cash
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flow has to be reported. Unlike the other statesesarutinized in IAS 1, the cash flow
statement has its own standard called IAS 7 — ®tate of Cash Flows. The cash flow is

easily ascertainable from the balance sheet [6]:
CASH FLOW = ENDING CASH AMOUNT - BEGINNING CASH AMONT

Information on cash uses and sources helps segevaps of users, i.e. creditors and
investors, to assess the ability of the companyeteerate future cash inflows, adaptability to
changing market conditions (flexibility), ability trepay its obligations (solvency), ability to
pay dividends, differences between accruals angagraents, differences between cash
inflows and outflows and to compare results of apag activities among companies since the
cash flow statement is not influenced by variousoaating methods and policies.

The term cash is defined as cash on hand and dedegusits with financial institutions
(e.g. bank accounts). However, the statement doesnarely encompass the cash itself but
the changes in near-cash assets, cash equivalee, to be included as well. Cash
equivalents are short-term, highly liquid financialestments, which may be immediately
converted into determinable cash amounts and #ietheir value would fluctuate is not
considerable. The due date of these equivalerdhag-term if they are to be settled within
three months or less since the date they have dmrred. They are not held for speculative
purposes, rather they present short-term depdsttsmopany's cash. These criteria prevent the
company from adding the non-financial assets antbegcash equivalents. An example of
such an equivalent would be short-term debt seesrlike treasury bills. According to the
standards, the cash flows are defined as cashwsfind outflows except for the transfer
transactions within cash and cash equivalentsttéesfer of cash on hand to bank account
and purchase of cash equivalents paid from thiswadc[3], [5]

Some of the investing and financial transactionsidinfluence the cash flows at all and
are not permitted to be reported in the stateméntash flows. An example of non-cash
transactions would be an exchange of common stieckisiventories. In case of significance
of these transactions, they should be disclosezivblsre (in the notes actually) in financial
statements in accord with IAS 7. [5]
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Classification of cash flows

The cash flows are divided into three main arepsrating activities, investing activities
and financing activities. The operating activitrepresent the underlying business activities,
which bring revenues and incur expenses, they aglgulecur and are significant for assessing
to what extent the amount of generated operatirsyp cavers liabilities arising from these
activities. Such operating cash flows may be usmdfdrecasting future cash flows and
ordinarily should be comprised of positive figuiss that the financing of company's usual
activities, paying off the redemption instalmemt$erests and dividends are secured. Ergo, all
the events excluding investing and financial tratisas are encompassed in this area. Typical
operating cash inflows are dividends, interestsraadnciliation of accounts receivable arisen
from selling goods and services. Outflows are regméed by settlement of liabilities and
purchases of current assets. [3]

Investment cash flows comprise mainly of capitgpenditures (CAPEX), i.e. purchases
of and adjustments to (repairs, reconstructions)ah-current tangible assets, which are
supposed to be used and allocated over time tonegpehrough their usage (like equipment,
buildings and constructions). The amount of CAPEXhoroughly scrutinized by financial
analysts since such investments secure the fufute@ompany. Anyway, the investing cash
flows further encompass purchases of both intaaganld non-depreciable non-current assets
like works of art and collections, land, softwavaluable rights, etc. Investing cash flows are
also related with purchases of both long-term dmttderm financial assets like the equity
and debt securities excluding cash equivalents thiwde held for dealing and trading.
Although this area is usually comprised of negafigeres, the cash inflows may occur in
case of the sales of the above-mentioned assgtft][3

Cash flows from financing activities include obiam cash and cash equivalents from
external sources of capital, i.e. shareholders @editors. Accordingly, the financing cash
flows have their origin either in the changes afiggor in obtaining short-term and long-term
borrowings. Regarding the financing inflows, thensist of receipts from issuing shares and
other capital instruments, receipts from issuingdsy bills of exchange and received loans.
Outflows are represented by repurchase of stockingalividends and repaying bonds and

other amounts borrowed including liabilities rethte financial leasing.
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Format of the cash flow statement

The direct format provides direct information orsleanflows and outflows, which are
ascertained by scrutinizing of cash-related docusmeor by sufficient analysis and
adjustments to accounts so as not to include ingfaatcruals. The direct method is preferred
by the standard since it provides information oaecsfr operating cash inflows and outflows
like receipts from customers, payments to suppliengployees. It can be used to understand
past development and to forecast future cash fl{ays.

The indirect method for obtaining cash flow fromeogtions begins with net income,
which is subsequently adjusted for non-cash reverunel expenses so that the net income
equals cash flow in the end. Such a format explaihg the net profit does not equal cash
flow but the user has to understand what the ecanosesult is and how it is calculated to
appreciate the format. The indirect technique dfudation is done via modified accounting
equation, which includes changes (closing balantesis opening balances) in assets on the
left side and changes in shareholder's equity iabdities on the right side. Only the changes
in cash and cash equivalents are on the left sideall other changes in assets are moved to
the right side. The indirect method is nothing mihi@n solving an equation. [4]

3.1.8.Constraints of Financial Statements

Despite the fact the IFRS setters put much effotreation of the standards to enhance
comparability in time within one company and amdmg companies from different countries,
it is impossible for the preparers of the stateméntachieve all the qualitative characteristics
simultaneously due to several reasons. In the datemal Financial Reporting Standards
Framework, the three basic constraints on finansiatements are timeliness, cost versus
benefit and balance between qualitative charatitesjsnvhich is deemed the most important.
Rather, the constraints should be divided into aestus benefit constraints, qualitative
characteristics trade-offs and omission constrajfis
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Cost versus benefit

Cost versus benefit is a well-known analysis tedidsed on an idea the benefits acquired
due to decision or carrying out a project shouldhigher than the costs associated with such a
decision or a project. Same principle is applietht® information provided by the statements
while the goal is to achieve the appropriate badrmetween cost and benefits. [1]

Omission constraints

It is not only the problem of statements compiledaiccordance with IFRS but the
accountancy in general. The accounting omits in&diom about items, which is not
quantifiable in nature but contributes to the laggéent to financial position and performance.
Typical examples of such items are company workcefprqualification, high-quality

management, innovation, loyalty, environmental eetjolness or the support of lobby groups.

[61, []

Balance between qualitative characteristics

The information has to be timely in order to infice economic decisions of the users
(i.e. relevant) but not all the aspects relatethéotransaction or event may be known and thus
the information becomes less reliable. On the eoptthe utterly reliable information requires
considerable time until it is available for decisimakers, which impairs relevance. An
example could be doubtful account allowance. Wheaemue is recognized, it is required to
simultaneously estimate and record an expenserfoollectible accounts. Such an attitude
provides information that is more relevant but, d&aese it is only an estimate, it possesses
uncertainty and as a result decreases the retialjilj

The method how the assets and liabilities are ewatlis another problem. The balance
sheet describes the condition of the company usuading the historical costs. This
measurement worsens the ability to inform. Histdricosts do not reflect the company's
dynamics and present value of its wealth. For exani@ buildings, they might be purchased
many years ago and, provided they stay on a pbiditplace, their present value may very
differ from their historical costs under which thaye reported in the accountancy. Such a

situation leads to a fact the shareholder's eqingt asset value) does not equal the real
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economic value of the company. Ergo, the equityoridy a part of the company's real
economic value.

Another qualitative characteristic balance showddabhieved between the comparability
and the quality of the information presented (trared fair view). The statements are
comparable provided the preparers use consisteouatng methods over time. In fact, the
consistency is usually disrupted by two main reasdine policies are changed either it is
required due to change in IFRS or because of tlesida of the accounting entity, which
considers the change to result in the financidgestants providing more reliable and relevant
information. According to the IAS 8 - Accountinglptes, Changes in Accounting Estimates
and Errors, the accounting entity is required teegieasons for the change in accounting
policies and apply the change retrospectively ggilde. If the requirement of retrospection
cannot be achieved, the accounting entity hasstifyithe reasons why. [1], [5]

The usage of estimates is a part of accountingdaed not weaken the reliability of the
statements. The prevailing opinion is that it itdreto do the estimates than not to use them at
all. Thus, the changes in estimates are not corezidas a correction of an error and are
recognized prospectively. Material errors, whicbsarin previous accounting periods, should
be corrected retrospectively if possible. [1], [5]

In case of comparison of various companies, thderdifit balance sheet dates,
dissimilarities in presentation and changes in camyp structure may worsen the

comparability as well. [11]

3.1.9.Accounting Discretion

The necessary trade-offs between qualitative chexatics are possible thanks to the
accounting discretion, which ensures the accourgimities have sufficient flexibility with
regard to the choices of accounting methods angeustestimates. The right of choice has to
be permitted by standards to allow the companiesfiect underlying economic activity.
Actually, the IFRS are full of estimates, which nlagd the management to use the discretion
opportunistically and thus the changes in accognpialicies, estimates and errors could be
made intentionally to achieve desired presentatidimancial position, financial performance

or cash flows. Such an abuse is sometimes calle@tjge accounting®. Distinguishing among

26



neutral estimation errors and strategic errorshmdifficult but the analysts should be aware
of some financial statement weaknesses that makarthlysis more difficult and should be
able to make some adjustments and estimations. [6]

The opportunistic discretion can be mitigated setiof mechanisms, including external
auditors, internal auditors, management certifizgtiawyers, regulators and general market

scrutiny. [6]

Incentives to manage the financial statements

Management's opportunistic approach to the righthoiice is influenced by a variety of
interrelated manipulation incentives. These inc&stimay be driven by capital markets,
contracts, compensation, executive changes, @litamd regulatory elements, business
cooperation, economic downturn, competition an@amegotiations. The different incentives
may lead to diverse reporting strategies, whichustelly divided into earnings management
and balance sheet structure management. [11]

Capital markets

The investors, potential investors and analystsgree the companies with less volatile
reported figures less risky and as a result, tlaeesprice of such companies is higher than the
price of those perceived riskier. Therefore, thenagers try to influence the earnings in a
particular direction to reduce the variability ieported results. Such an action is called

.income smoothing*“. [11]

Contracts

When borrowing money, the company is committed twtbreach certain set of
covenants. The covenants are usually based on @torguatios computed from accounting
data and are specified, for instance, as maximwerdge ratio, minimum interest coverage
ratio, minimum solvency ratio, etc. Because of (ththe company's management tries to
manage the annual accounts to decrease the rigiolation of these covenants and in this
way to avoid potential immediate repayment of tebtdhigher interest rate imposed, further

covenants as collaterals and other penalties. [11]
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Compensation

Typically, the compensation of managers is linkedhie reported profit. In such a case,
there is no wonder they try to exceed the profigets set in their contracts and even prefer
short-term benefits to long-term wealth maximizatioBecause of this unfavourable
behaviour, the compensation can be based on spom® to managers or can be relative to

industrial performance benchmark. [11]

Executive changes incentives

They are linked to obligatory or voluntary execatoshanges in the company. The leaving
chief executive officer (CEO) might have influendde& accounts in order to achieve higher
reported income focusing on short-term performaasan effect of different incentives and
thus borrowed income from the future. Then the rMeé®Os may rightfully blame the

predecessors for lower earnings and start to edpleidiscretion for their purposes. [11]

Reqgulatory elements

In many countries, the tax authorities have an astjonable influence on the behaviour
of the firms. If the link between the accountingame and taxable income is strong, the
efforts of the companies will lead to reduce thefiplas much as possible in order to reduce

the taxable income as well. In other words, thgydrmaximize their tax shield. [11]

Competition
Taking into consideration the information from aahaccounts and disclosures may be
useful for the competition, the companies may eiteduce the quality of disclosure or try to
avoid it. The profits can be even decreased viaiegs management to deter new firms from

entering the industry. [11]

Other incentives

Strong labour unions might ask the company to emeehe salaries pursuant to the levels
of profit. In such a case, the goal is to presewer profit.

When a company is not able to avoid a loss in tmoanting period, one possible
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approach is, on the contrary, maximize the losséBis period by ,frontloading of costs” via,
for example, higher depreciation or reporting higlgovisions. In such a way, the
performance of the firm will artificially increase next years thanks to lower depreciation and

drawing on provisions. [11]
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3.2.Financial Analysis

3.2.1.The Objective of Financial Analysis

Regarding the historical roots of financial anadyst is as old as the money itself. The
country in which the most theoretical works haverbgublished is the United States of
America and thus it is considered as the cradlimahcial analysis. The focus of the analysis
has changed during the times and the appropriateoae as well. The milestone in the
development is without a doubt the beginning of ¢benputer age when the principles and
reasons for conducting the analysis changed. Theputers helped the analysts to perform
more complex and sophisticated computations. [10]

In the beginning, only the absolute differencesveen the outputs of financial reporting
were computed and analysed. In the thirties of tisdncentury, the focus moved to evaluate
the credit worthiness of the companies due to &lge the financial crisis was under way. The
company's liquidity and ability to survive were theost important that time. During the
second half of the century, the attention aimeth® questions of economy and rentability.
[10]

There are two main objectives for performing thalgsis. The first one is to examine the
financial health (financial performance and finahciposition) of the company and
consequently to identify its weaknesses and sthesngbometimes it is called as ex-post
analysis and represents the gist for marketingyarsalike SWOT (strengths, weaknesses,
opportunities and threats). The past and curreantiial health is evaluated and the causes are
found. [10]

The second one is to forecast future performanck femancial position based on the
outputs of the ex-post analysis. Such an analgstalied ex-ante and underlies the financial
planning, which encompasses both operational aategic. The direction of the development
and potential remedies are determined. [10]

According to the object of examination, the anaysan be divided into international,
national, sector (industry) and company analysiee §ompany analysis is the most common
one. [10]
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3.2.2.The Users of Financial Analysis

Analogically to the users of accounting informatitine users of financial analysis can be
divided into two main groups: the external userd #re internal users. The external users
have an access to the information released togtiblbugh financial reporting only. Quite the
opposite, the internal users have all the data fir@ernal information system at disposal. In
consequence, the internal users process the infiemfeom both the financial and managerial
accounting and their outcomes are more accuratdirmetl. Consistent with the decisions the

users wish to make using the outputs of the argltfsey can be further classified. [9], [11]

The managers

They perform the analysis in order to obtain infation necessary for short-term and
long-term decision-making process. In short-terneytare concerned particularly with the
company's ability to pay its liabilities. Furthéney are interested in management of resources,
financial leverage, financial independence anditaioiity.

The equity investor group

This group consists of both the existing and padérghareholders that represent the
underlying group of the external users of finangirmation. Their goal is to assess whether
the money they invest in the company is sufficietittated and gaining in value. Investment
decisions are then influenced by such an assessmatinvestors focus on the level of
dividends and capital gains and thus are interdstélte development of market, profitability
of the company and its cash flow. In case of preskareholders owning more than a half of

voting rights, they may even change the managerhdisisatisfied. [11]

The loan creditor group

Long-term, medium-term and short-term lenders ohayobelong to this group. The aims
of long-term creditors are similar to the onestwdreholders. It is the long-term monitoring of
the company's liquidity, profitability, stabilityf@ash flows, solvency, various claims on the

resources and prediction of future development. Sit-term lenders assess the short-term
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liquidity. They are interested in current assétgjrtnet realizable value and claims on these
assets. All the creditors are concerned with tlaellef risk, which subsequently influences the

price of money they lend. [11]

The employee group

Employees naturally need the information about Ibisiness and its prosperousness
because it influences wage negotiations and fytlreecurity. They want to maintain at least

the status quo; the same level of wages and sgaidtiheir current position. [11]

Suppliers and trade creditors

Their information needs are similar to the shomrtéoan creditors but furthermore, they
have to be concerned with the business's futurausecthey are more interested in the

continuance of the relationship. [11]

Customers

Both the short-term and long-term monitoring isuieed. They need their goods to be
delivered in time and in a perfect state. Besites company they buy from should be reliable

in terms of providing after-sale services. [11]

The government

The government's most apparent objective is thatitaxx Still, it also needs the
information for other decision-making purposes: tioatrol of subsidies, control in case the

government is in a position of creditor or buybe economic decisions, etc. [11]

The public
The business is a part of society and interacth wat actors. Varied entities from the
business environment are interested in variousufestand actions of this business. Despite
the fact most of the information needed by theg#iesis of non-financial nature, the outputs

of financial analysis may be helpful. [11]
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3.2.3.Sources of Information

The financial statements as defined in IFRS arentlaén sources of information for
financial analysis. However, they are only a pdra droader term called financial reporting.
Financial reporting encompasses additional quadiviita and qualitative data [12].

Supplemental information may be found in [9], [6]:

« Semi-annual or quarterly reports which consist of the basic financial statements an
other information. Despite the advantage they gl®vnore timely information, they
are not audited.

» Auditor's reports where the opinion of independent auditing compeagarding the
fair presentation of financial statements can hadb

* Management discussion and analysi€MD&A) provide similar information as the
footnotes but there is a certain distinction. In &%) only the most significant
policies and estimates are discussed while in dognbtes to financial statements all
accounting policies are encompassed.

* Prospectusis also known as offer document and it thoroughbgalibes financial
security for potential buyers. It includes, fortarsce, the list of material properties or
biographies of directors and officers in the compigsuing the security.

* Proxy statements are made before the meeting of shareholders. dviges
information needed to be considered before the ingee@ind voting take place. The
salaries of management and directors, fees patthecauditors and background of
nominated directors can be included.

e Other sources of information conference calls, press releases, independent

specialized institutions, company's websites, etc.
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3.2.4.Techniques of Financial Analysis

Various methods and tools are used to examine d¢ingpany's financial health. They
should be selected according to the purpose ofattaysis. Particular companies require
specific approach and the analyst has to be semsitichoosing the appropriate techniques
considering the cost versus benefit principle a. wae preparers should be aware the data
they gather from the statements may not be reliableugh and may need to be adjusted

before processed to obtain dependable outcomes. [9]

Horizontal common-size analysis

Each amount is compared to a certain base amouat $elected base year (basic index)
or to previous year (chain index). The changeshm items are compared over time and
expressed either as a percentage or as a simfgeedide. The difference is more useful in
case the prior year amounts are equal to zerorgrloer and the amount highly increased in
the next year. This analysis enables the usertta getter insight into the financial statements,
identify unexpected changes and estimate futureldpment. [13], [14]

DIFFERENCH = AMOUNT - PREVIOUS YEAR AMOUNT
DIFFERENCE = AMOUNT - BASE YEAR AMOUNT
PERCENTAGH = (DIFFERENCH * 100) / PREVIOUS YEAR AMOUNT

PERCENTAGBE = (DIFFERENCE * 100) / BASE YEAR AMOUNT

The problem with the percentage change expressiovhen some of the input amounts

are negative. The following table shows all pogsdases and related countermeasures [13]:
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Amount IS Ve Explanation Adjustment
amount
. " Increase in

positive positive profit No problem

. » Change from
negative positive profit to loss No problem
positive negative Change f"’?" Denominator * (-1)

loss to profit

negative negative Increase in loss Denominatot ) (-

TABLE 1 Possible cases concerning the horizontal common-size

analysis computation

Vertical common-size analysis

It is also known as percentage or structure aralyidie method is based on comparison
of each amount to a base amount determined froreaine year. Expressing each item of the
statement as a percentage of a certain base itamally the balance sum, total revenues and
total cash inflows) enables the users to get insigb the composition of the statements and

facilitates comparison over time and among othenmanies. [14]

Working capital

Working capital, sometimes referred to as net waglgapital, is used to measure to what
extent the amount of long-term finance is usedetepkcurrent assets working for the business.
In other words, it represents the excess of cuassts over current liabilities. [8]

NET WORKING CAPITAL = CURRENT ASSETS - CURRENT LIABITIES

As a part of liquidity measures (as defined in iliify ratios), the working capital is one
of the basic and the most frequently used indisatibithe amount of working capital is low,
the company may have problems with being able to ifsaliabilities in case of financial
fluctuations. On the contrary, the high amountwofking capital may imply the resources are

unnecessarily kept in form of current assets imstéebeing used as CAPEX. Considering the
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indicator is merely a difference, the comparisothvather companies is meaningless unless
expressed as a percentage. Due to relative siteeafompany, the period-to-period analysis
should be used as well to determine the reasotabflthe difference, which changes in time

actually. [14]

Ratio analysis

Horizontal and vertical common-size analyses asedan relative values expressing the
items relative to one selected item whereas the aatalysis expresses the relationship among
a variety of items. It enables the user to disc@dglitional relations in the composition of the
statements. When computing the ratios, an analyst mlways bear in mind that ratios are
only indicators implying what happened but not exphg the reasons for what happened.
The after-computation part is the most importarg patting the ratios into context via trend
analysis or cross-sectional analysis and interpyetie situation. One computed financial ratio
does not reveal a lot about the company. [6]

For the sake of comprehensibility of a vast nundfedifferent ratios, various categories
are used. The ratios can be classified accordirtgetstatements from which the input data is
taken in the first place. Then the categories afarize sheet, income statement and cash flow
ratios. Nevertheless, they are rather categorizsegd on what they are expected to reveal.
Common categories of ratios, in line with the aspdbey are focused on, are liquidity,
solvency (debt), profitability, activity and markétaluation). These categories could be

supplemented with cash flow ratios. [10]

Liquidity ratios

These ratios measure the ability of a company tisfgats short-term obligations as they
come due and are related to the working capitatatdr. Analogically to the working capital,
the higher the amount, the better the liquidity asafeguard against unfavourable
circumstances. On the other hand, extremely higiréis may indicate senseless retention of
financial resources in current assets and thuscinguower profitability. By looking at the
higher rates of liquidity, the shareholders mayuregjito replace more costly equity with less-

expensive liabilities and hence increase the |ger®]
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With regards to the contingent liabilities and &sstheir inclusion into the computation
of liquidity should be considered as well. Espdgiat these items represent significant
potential of cash outflows or inflows. [6]

Three basic liquidity ratios are called currentiaauick ratio and cash ratio. From

current to cash ratio the current assets are gilgdadjusted to represent the most liquid part.

Current ratio is a similar source of information as the differenindicator called
working capital but removes the influence of compamelative size. The total current assets
are put into relation to current liabilities reviegl how many times the current assets cover
current liabilities. The higher the ratio, the heghthe Iliquidity and vice versa.
Notwithstanding, it does not take into accountetéht liquidity of current assets items. Some
of the assets could be impossible or difficult tansform into cash like prepaid expenses.
Furthermore, the impairment adjustments to inveesomay be inappropriate. It is calculated

as follows [15]:
CURRENTASSETS / CURRENT LIABILITIES

Quick ratio is also known as acid-test ratio. It removes thpdct of less liquid items of
current assets and thus it provides better infdomatbout the firm's liquidity. The least liquid
current assets are inventories due to the fact tbhegist of semi-finished products, special-
purpose items and the like. If the inventories téadiards obsolescence, the higher the
difference between current ratio and quick ratie, worse the situation. [6] It is computed as
follows [16]:

(CASH AND CASH EQUIVALENTS + RECEIVABLES) / CURRENTIABILITIES

Cash ratio. Only the most liquid assets are included in thmerator. It represents how
the current liabilities are covered with cash omcadoday. If the figures the cash ratio
provides are too high, an analyst should ask foatwpurpose is all the money held.

Calculation:

CASH AND CASH EQUIVALENTS / CURRENT LIABILITIES
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Solvency ratios

Measure the ability to meet long-term debt obligagi and provide insight into financial
structure of a company. The ratios express thdioakhip between equity and liabilities
revealing the level of financial leverage and eimgplthe user to assess company's
indebtedness and therefore its creditworthiness.

The leverage is an effect of using a certain amotiiorrowed money, which magnifies
both the revenues and loss. It could be dividea aperating, financial and total leverage. The
operating leverage results from the use of fixegtxdike interest payments. Owing to the
interest payment, the percentage changes in earhiefgre interest and taxes (EBIT) induce
in higher percentage changes in earnings befoest@&BT). [6]

Concerning the computation of solvency ratios, twain categories can be specified.
They are the debt and coverage ratios. The fimigis based on balance sheet data, the latter
one on income statement data. Many of the raties ,tstal debt” as a numerator. The
definition of the total debt varies both from |égure to literature and among analysts. Either
inclusive or restrictive approach is used. Inclasapproach includes all liabilities whereas
restrictive includes only long-term debt. The goldeean approach includes interest bearing
short-term and long-term debt. Such definitiongediin following formulas. [6]

Total debt ratio provides information to what extent the total éssme financed by
creditors. The higher the ratio, the higher theebtéddness and financial risk of the company.
It is calculated as follows [9]:

TOTAL DEBT / TOTAL ASSETS

This indicator is usually supplemented withe equity ratio that represents the
percentage of total assets financed with totaledt@ders' equity. The sum of total debt ratio
and equity ratio should equal one provided theussige approach to total debt is used. The

equity ratio is calculated as follows [9]:

TOTAL SHAREHOLDERS' EQUITY / TOTAL ASSETS

38



Debt equity ratio combines total debt ratio and equity ratio. Theoant of debt is
expressed in relative to equity providing the sanfermation as the total debt ratio. The

higher the indicator, the higher the indebtednéssammpany. Calculation [9]:
TOTAL DEBT / TOTAL SHAREHOLDERS' EQUITY

Financial leverage ratiois simply called the leverage ratio. The higher kverage is,
the higher the proportion of total debt on finamcthe assets. The computation is inverse to

the equity ratio calculation [6]:
TOTAL ASSETS / TOTAL SHAREHOLDERS' EQUITY

Times interest earned ratiois also known as the interest coverage ratio, vhieasures
the firm's ability to meet its contractual interespenses. Higher values of this ratio indicate

the company is able to service its debt without taoyble. Computed as [16]:
EBIT / INTEREST PAYMENTS

Fixed payment coverage ratiois used for measuring the ability to meet all fixe
payment charges including interest and principagsé payments and preferred stock
dividends. Sometimes the lease payments are dividen thirds where one-third is
represented as an interest on the lease obligdti@ase of this variant, only one-third of lease

payments is included. Common calculations [6]:

(EBIT + LEASE PAYMENTS) / INTEREST PAYMENTS + LEASPAYMENTS) [6]

Or
(EBIT + LEASE PAYMENT) / (INTEREST PAYMENTS + LEASPAYMENTS +

PRINCIPAL PAYMENTS + PREFERRED DIVIDENDS) [16]

Profitability ratios

The term profitability (a.k.a. rentability) mearmetability of a company to generate profit
on capital invested, which is the information neegarticularly by both current and potential
investors. It reflects the quality of managemeampetitive position in the market and is the
key cause of company's value and value of the sgstied. Time series of these ratios should

contain the upward sloping trend.
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The underlying financial statements providing theut data are the balance sheet and the
income statement with emphasis on the latter oaethé numerator, certain form of earnings
is used and for the denominator either the salesoore form of capital is used. Earnings,
which are put into the formula, are usually dividatb gross profit, operating profit and net
profit. When using revenues as the denominator,sme outcome is achieved by vertical

income statement common-size analysis. [6]

Gross profit margin measures the percentage of revenues remainingtlaédirm has
met all of its expenses other than operating, @éstertaxes and preferred stock expenses. The
higher the indicator, the better implying the comp#s either able to charge higher prices or

minimize the product costs. It is calculated akfes [16]:
GROSS PROFIT / REVENUES

Operating profit margin indicates the percentage of sales available tercgross profit
margin after deduction of operating costs. If tledues of operating profit margin increase
faster than the values of gross profit margin iathc, the company may improve the control

over operating costs. Computed as follows [6]:
OPERATING INCOME / REVENUES

Net profit margin. Net profit is a difference between all expensed all revenues.
Hence, the indicator is commonly cited as a meastifem’'s overall success with respect to

earnings on sales. The formula for calculation {16]
NET INCOME / SALES

Return on assets(ROA) ratio is sometimes called return on investm@OI) and it
measures how efficiently a company uses its asssd.bl'he higher the ratio, the better. The
income statement provides information for a pendtereas the balance sheet shows the
condition on a date at the end of this period. Rat ground, the discrepancy is mitigated by
averaging the total assets usually using the opeamd closing balance sheet data. Because
the assets are not financed solely by equity hs|dsmetimes the numerator is substituted
with EBIT. Computed as follows [9], [6]:
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NET INCOME / AVERAGE TOTAL ASSETS

Return on equity. For the investors, the most important indicasomiithout a doubt, the
return on equity ratio (ROE) which measures thdfifatality in terms of what they have
invested. The higher the values, the better. Thadéa for computation is as follows [6]:

NET INCOME / AVERAGE TOTAL EQUITY

Activity ratios
Ceteris paribus, the company's goal is to con¥grinventories into sales and to convert

these sales into cash as fast as possible. Thatycstios enable the analysts to measure how
efficiently the company utilizes its assets. Acase of ROA and ROE ratios, the information
from both the balance sheet and income statememdsnibined and as a consequence, only
the average balance sheet data is used. The agafraome of these ratios is limited by the
ability of the statements to inform about someieatm more detail. The missing information
consists of the credit sales information and theowarh of purchases. Therefore, an

approximation is used. [6], [9], [17]

Inventory turnover and days of inventory on hand. These are used to assess the
effectiveness of inventory management by computiogv many times the inventory is
transformed into other forms of current assetstawl long does one turnover last. The higher

the inventory turnover, the shorter the days oémtery on hand. Formulas [9], [6]:

COST OF GOODS SOLD / AVERAGE INVENTORY = INVENTORYURNOVER (I.T.)
NUMBER OF DAYS IN PERIOD / I.T. = DAYS OF INVENTORYN HAND

Receivables turnover and average collection periodThe receivables turnover ratio
indicates how fast the company collects cash fregeivables. The higher the amount of
receivables turnovers during a period, the shdinieiaverage period of collection of cash from
customers. More appropriate form of receivablesdver ratio would be ascertained by using
sales made on credit as a numerator but for aroappation, the total revenues are used. The

ratios are computed as follows [6]:
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REVENUES / AVERAGE RECEIVABLES = RECEIVABLES TURNCER (R.T.)
NUMBER OF DAYS IN PERIOD / R.T. = AVERAGE COLLECTI® PERIOD

Payables turnover and average payment periodTo find out how long does the
company take to settle its liabilities, the averggeyment period should be calculated.
Nonetheless, there is a difficulty in calculatidersming from the need of approximation of
the amount of purchases, which are usually estoinayeadjusting the cost of goods sold. The
purchases are either presented as a percentagstaif@oods sold or cost of goods sold plus

ending inventory less beginning inventory. The folas are [6]:

PURCHASES / AVERAGE PAYABLES = PAYABLES TURNOVER (P)
NUMBER OF DAYS IN PERIOD / P.T. = AVERAGE PAYMENTHERIOD

Other ratios
»1he number of different ratios that can be creategractically limitless.”[6]

Regarding the activity ratios, other ratios useel w&orking capital turnover (revenue /
average working capital), fixed asset turnover éreie / average net fixed assets) and total
asset turnover (revenue / average total assetshwheasure how efficiently these assets are
used in generating the sales. [6]

The valuation ratios (market ratios) are used lateecompany's market value to a set of
certain accounting values allowing the analysts bdter understand the reasons and
motivations influencing investors' decisions. Thesiwidely used indicator is price-to-
earnings ratio, which indicates the degree of ctamnfce the investors put in the firm's future
performance. Price to book value is used for assessof how the investors perceive the
company's performance. [16]

The cash flow ratios provide further informatioroabcompany's performance. They can
be divided into cash flow performance ratios (egsh flow to revenue) and cash flow

solvency ratios (e.g. cash flow to total debt).
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Cross-sectional analysis

Common-size financial statements and computedsratiould be compared with different
firms to understand how well a particular firm merhed confronting to the results presented
by other companies in the industry. If the outpaftanalysis are put into relation with key
competitors, it is called benchmarking analysise @hata used for comparison can be obtained
from various sources including Annual Statementlef; Almanac of Business and Industrial
Financial Ratios, Standard and Poor's Industry &svindustry Norms and Key Business

Ratios and many more. [14], [16]

Trend analysis

The outputs of the analysis are usually meaningledsss compared over time. When
analysing the time series of ratios or common-8m&es, an analyst should determine if it is
stationary (does not contain long-term tendency)non-stationary (containing a trend).
Sufficiently long non-stationary time series candfegreat assistance for extrapolation and
prediction of future development. In case of vidatiata, supplementary information has to be
ascertained in order to clarify the major fluctoas.

Regression analysis can be used in order to findedationship between two time series
of variables, for example sales and GDP. Strongticgiship (correlation) represented by
coefficient of determination approaching one emalile explain volatility and extrapolate
future development in relation to other variabldswever, the regression analysis should be
rather used for stationary data due to possiblstex¢e of spurious variables, which may

cause incorrect conclusion. [6]
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4. CASE STUDY

4.1.Selection of a Company

The primary criteria for a company to be analysed whe sufficient number of years for
which the financial statements prepared in compbawith IFRS were available. Thorough
period-to-period trend analysis requires time seffier at least five accounting periods.
Another criterion was the accessibility of finan@tatements presented by the key competitor
or competitors in order to perform cross-sectidralchmarking analysis.

After walking through main European stock exchangesluding London Stock
Exchange, Prague Exchange and Warsaw stock Exchtreg®EGAS NONWOVENS SA

was chosen because it fulfilled all above-mentiocrieria.

4.2.Basic Information

PEGAS NONWOVENS SA (PEGAS, Group) belongs amongEhbeopean leaders in
production of nonwoven textiles, which are usednprily for hygiene purposes such as baby
diapers, adult incontinence and feminine hygiermdpcts. To a lesser extent, the PEGAS
produces textiles that can be applied in constractgriculture and medicine.

The origins of the company reach to the year 19B8nathe company PEGAS a. s. was
established as an exclusively Czech private compan®005, the company was acquired by
Pamplona Capital Partners and incorporated undgen#ame Pamplona PE Holdco 2 SA in
Luxembourg under the legal form of a “Société amoey In December 2006, PEGAS
completed an initial public offering (IPO) and gbares were listed on Prague Exchange,
Warsaw Stock Exchange and since 2007, they aredratl RM-system, which is the Czech
stock exchange focusing on minor and medium invesfb8]

The PEGAS NONWOVENS SA is a 100% owner of the ofregasubsidiary based in
Znojmo, which owns 100% of four operating subsiéstocated in Czech Republic and from
2011 it owns 3% of one subsidiary located in Egyjie remaining 97% are held by PEGAS
NONWOVENS International, s. r. 0. whose 100% owedhe PEGAS.
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Its competition can be classified as European preduof nonwoven textiles represented
by the key competitor Fiberweb plc. PEGAS is a mendf EDANA, European association of

non-woven fabric manufacturers.

4.3.Financial Reporting

The consolidated statements are prepared in acudaith IFRS and its interpretations
as adopted by the European Union. These statermaaigporate the financial statements of
PEGAS SA and entities controlled by the Group. &féireed in IAS 27, the control exists
where the Group has a power to govern the finamcidl operating policies of an entity so as
to obtain benefits from its activities. All intragup transactions, balances, income and
dividends are eliminated on consolidation. [18]

Annual reports of the company are provided on theu@s websites for the years 2006,
2007, 2008, 2009 and 2010 comprising of statememmn fthe chief executive officer,
management report, investor information, corpogateernance, independent auditor’s report,
consolidated financial statements, stand-alonentiizh statements and other information.

Regarding the statement of comprehensive inconeeGtioup prepared only the income
statement until 2009 due to the fact the IAS ligey 2007) was adopted by Commission
Regulation at 17 December 2008. For that reasenstdtement of comprehensive income has
been prepared since 2009. The accounting entitydel@do present it in line with single-
statement approach and its format could be clagsds multi-step if it included gross profit
subtotal. Unfortunately, such information is natexsainable from the statements and from the
notes, which makes the computation of some ratgossible (Gross profit margin, Inventory
turnover). The expenses are classified pursuantthir nature. Among the other
comprehensive income items belong net value gaircash flow hedges and changes in
translation reserves. The latter one is ascert@nfabm previous statements allowing their
adjustment to statement of comprehensive income.

Accounting entity uses the account format for threspntation of the statement of
financial position with less liquid items followdny the more liquid ones. Such a structure
facilitates the accomplishment of common-size eattanalysis due to the presence of total

balance sum. In keeping with the Company’s decjdiom items are considered current if they
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are settled within twelve months. From 2009, treeshent is called “statement of financial
position” instead of the “balance sheet” in comptia with revised IAS 1.

Unfortunately, the cash flow statement is presemtethdirect format that disable the
users to forecast future cash flows and compreltemtbregone development.

The consolidated financial statements are preparethe historical cost basis with the
exception of derivative financial instruments, whare measured at fair value. The functional
currency of subsidiaries located in Czech RepuBli€zech koruna (“CZK”). The Company
sets a fixed rate of exchange based on the CzetbnidhBank official rate for the last
working day of the calendar month to be appliettaasactions recorded during the following
month. For the purpose of presenting, the assetdianilities are expressed in thousands of
EUR (TEUR) using exchange rates ruling at the lzasheet date. The differences from
translation are classified as equity and transfiestoehe Group’s tranlastion reserves. [18]

4.4.Analysis of Statement of Comprehensive Income

4.4.1.Horizontal Common-Size Analysis

To facilitate the analysis of the income and expeitsms presented in the statement, a
certain method to identify the major over year g@emnhas to be developed. The average five-
year change was 63% and hence all the changes #imwawerage were brought into focus.
These were analysed with the information availabl¢éhe annual reports and common-size
vertical analysis to identify the significance bétitem.

Year over year increase of the other operatingnmeavas 685% in 2007 from loss to
profit. The reason for such enormous change wa®rleeoff 1.04 million euros of received
damage compensation from arbitration proceedingaBge of the non-recurring nature of the
arbitration award, this item decreased by 67% wyeat. In 2010, the other operating income
increased by 72.1% in accord with higher gain oa $lale of equipment and insurance
proceeds from write-off of overdue receivables. ldoer, the item even did not present 1% of
total income.

The interest income gradually decreased from 208&alise of the decrement in bank

accounts and term deposits. In 2010, the interestnie increased again consistent with the
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increment of cash and cash equivalents. Examimagrifluence on total income, the interest
income was insignificant with the percentage exqogsof total income below 0.5%.

In 2007 and 2010, the functional currency apprediagainst the euro resulting in year
over year change in translation reserves of 148200V and 213% in 2010. In proportion to
other income items, the reserves are comparatsighificant.

With regard to the foreign exchange (FX) losses,item increased by 137% in 2008 due
to development of the CZK. In first half of the ye&€ZK appreciated but in the second half
depreciated, which led to unrealized losses. I \uith the vertical common-size analysis, the
amount of FX is relatively significant.

The income tax expense decreased by 230% in 2087taluelease of deferred tax
liability from statutory income tax rate. In 2008 over year change was 65% increment
attributable to changes in deferred tax. Almost %200crease in 2009 was caused by
unrealized foreign exchange gains resulting mairdyn the bank debt revaluation. Yet, the

percentage expression reveals the subtleness éthe

4.4.2 Vertical Common-Size Analysis

As the base values, the total income and total resggewere chosen. With reference to
total income, the highest proportion was presebiethe revenues with the maximum of 92%
in 2009 and the minimum of 85.3% in 2006. Foreigichange gains and other financial
income were the other important items with the mmaxn share of 13.6% in 2006 and the
minimum of 6.4% in 2009. Other operating incomeeiiast income and cash flow hedges did
not represent substantial influence on the basewiimthe exception of translation reserves
with the maximum portion of 2.7% in 2010.

Commensurate with the vertical analysis of thelteigpenses, they were dominated by
raw materials and consumables used with the maxiofuM.5% in 2010 and the minimum of
59.8% in 2006. The second largest proportion wasesrted by depreciation and amortization
expenses with the maximum share of 14.3% in 20@Btha minimum of 10.1% in 2006.
Other significant items were staff costs, FX losard other financial expenses and interest

expenses.
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All the significant items are further examined wand analysis. The proportion of the

total income and total expenses can be seen b0 stacked column charts below:

100% o
Other operating income
80% -
® Changes in translation
60% - reserves
10% | ® Foreign exchange gains and
° other financial income
20% - B Revenues
0% T T T T T

2006 2007 2008 2000 2010  ™Cashflowhedges
-20%
CHART 1 Total income composition
100% ® Income tax expense
B0 m Research expense
60% m Staft costs
. B Foreign exchange losses and
40% other financial expenses
W Interest expense
20%%
= Depreciation and
024 amortizaiton expense
2006 2007 2008 2009 2010 m Raw materials and
20% consumables used
N S

CHART 2 Total expense composition
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4.4.3.Trend Analysis

Although the time-series are relatively short, lihear trend line can be added as seen in
Chart 3. The slope of the income linear trend ima little bit higher than in case of expense
trend line suggesting the incomes grow faster tthen expenses. Such a development is
reflected in the increasing comprehensive incomeotAer explanation would be higher

volatility of the expenses.

180 000 -

=T otal income
160 000

v =4360.5x+ 132905

140 000 -
=T otal expense
120 000 -
100 000 - y =3895x+ 112509
Revenues
80000 -

|

60 000 -

_ =R aw materials and
40 000 - consumables used
20 000 - =

B

===FX gains and other

0 ' ' ' ' ! financial income
2006 2007 2008 2009 2010

CHART 3 The development of income and expense items (in TEUR)

From the vertical analysis, it is clear the totatame is influenced mainly by the
revenues. The relationship is confirmed in the €hamDue to increased volumes produced
and sold and higher material prices passed to ©Est) the revenues increased by 0.9% in
2007. Nevertheless, the total income decreasedibeca# the decrement in foreign exchange
gains associated with the CZK/EUR development amtpany’s indebtedness. Thanks to
new production line, the revenues increased by%1r2008. The drop in sales in 2009 was
caused by lower material prices, which were passenistomers. The prices of polymer, the

main input material, started to rise again in 2@dducing higher sale prices. Despite the
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volatility, the overall trend of revenues is up nm@y whereas the overall trend of foreign
exchange gains is down moving.

The trend of raw materials and consumables usep moving due to increasing prices of
polymer. Staff costs and depreciation and amortimaincreased over time as well. Interest
expenses follow down-sloping trend. In appendix AR& development can be seen.

In keeping with the Chart 2, the dominating itenthie raw materials and consumables
used. The total expenses decreased in 2007 in @lpttes increase in dominating item. The
main reason was the year over year decrement itog3€s and other financial expenses and
interest expenses. FX losses decreased simultdpasiis FX gains. The interest expenses
were reduced because of the repayment of exteatdlwith proceeds from IPO. Staff costs
and depreciation and amortization (D&A) expenseseased due to CZK appreciation.
Another reason for higher staff costs were the egg#s hired for the new production line and
introduction of share option plan.

In 2008, the operating costs rose due to higheswmed volume of raw materials,
increase in energy prices and appreciation of C3kaff costs increased because of the
stronger “koruna”, higher number of employees dmate option revaluation. D&A increased
by 36.3% due to new production hall and machinBegcause of the depreciation of CZK in
second half of the year, the FX loss increasedrdagon of refinancing and more favourable
loan conditions, the interest expenses decreas&6.bso.

In 2009, the lower polymer prices induced decrememnbperating costs. Increment in
salary gave rise to higher staff costs and D&A dased because of the CZK depreciation
between the compared periods. However, the FX geéme positive.

The turnabout in the development of polymer prileesto increase in operating costs in
2010. CZK/EUR appreciation caused higher staff cambdd D&A, whereas the interest
expenses decreased owing to lower interest rates.

Concerning the trends of profits, the operatindiptas declining over time in spite of
the volatile EBT, net profit and comprehensive imeo These decreased a lot in 2008 because
of the CZK depreciation. The main causation of aperating profit's trend is the period-to-

period increment of polymer prices, staff costs BSA.
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Regression analysis

The coefficient of determination ranges from -11torhe higher the relationship among
the data sets, the closer is the coefficient t®dring the economic downturn in 2009 and
2008, the demand was confirmed relatively ineladtie to non-ceasing growth in volumes. At
least such a statement is presented in the anapattr By putting the GDP of Europe (the
major PEGAS’ market) in relation with the sales tion-cyclical nature of the business is

partially verified by comparatively low coefficient determination: 0.36.

4.5. Analysis of Statement of Financial Position

4.5.1.Horizontal Common-Size Analysis

The average five-year change of the balance stemsiis 74%. The averaging simplifies
the determination of the changes, which shouldlaefied. The 94% increase of intangible
assets in 2007 was caused by higher software mash&ash and cash equivalents decreased
significantly in 2007 due to new cash managemefitypaesulting in cash being used to
reduce balance of the overdraft and sequentiadlyiritterest costs. The level of cash and cash
equivalents was increased in 2010 by 890.5% inraal@ay for the construction of the new
production line. Yet, the items did not pose emirgoportion of total assets.

Legal reserves are obligatory created under thelCzemmercial law. Over a period of
five years, they were increasing with no less t8@% increment in 2007, 2008 and 2009. In
2010 they increased only by 37.3%. Compared toroiteens, they did not represent
substantial proportion of equity.

The changes in translation reserves were altogathstable because of the reasons
already explained in the analysis of the statemménbmprehensive income. They were driven
by the depreciation or appreciation of CZK agaiBstR. Commensurate with the vertical
analysis, they did not represent higher portiothefequity.

Almost 90% increase in retained earnings in 200vkmassigned to company’s decision
not to pay any dividends from the fund. Their pamtof total equity was quite high.

Other payables due after one year were represdmytdatie long-term part of the share

option scheme. This item changed rapidly over iimiee with the decisions of the holders of
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phantom shares to apply their right. However, thbare of equity was at maximum 0.1%.

The changes of tax liabilities were very volatilghathe highest year over year change in
2009. Grants related to income tax induced sucatNioy. Tax liability was not accounted for
a total but was reduced by the expected investmeantives. Nonetheless, its influence (with
the maximum of 0.7% in 2010) on the total balanga & inconsiderable.

The bank loans are divided into revolving creditility and overdraft facility. The
revolving credit is divided into current and nomemt liability based on cash-flow
predictions, whilst the overdraft is always treaésdcurrent. Therefore, the major changes (the
highest 277.4% increase in 2008) in bank curreatiillties were caused by management’s
estimations. The level of used overdraft steaddgrdased from 2008. [18]

Provisions were recognized only once, in 2009, sufgsequently settled in the next year.

They were related to the departure of a directaghefcompany.

4.5.2.Vertical Common-Size Analysis

The most appropriate base value is the total balaom, which is mutual for both assets
and total equity and liabilities. With referencetttal assets, they were dominated by two
items: property, plant and equipment (PP&E) anddgolb. In 2007, PP&E represented their
five-year period maximum of 52.1%. They reachedimum in 2010 with 42.9% of balance
sum.

In 2005, the Group acquired full control over PEGASS. and its subsidiaries. Positive
difference between the cost of acquisition andféiirevalue of the net identifiable assets and
liabilities of a subsidiary is represented by godldwfter its initial recognition in intangible
assets, the goodwill was tested for impairmentdssAt its maximum, it represented 37.2% in
2009 and its minimum was reached in 2007 with 33%)

Another significant portion of balance sum was espnted by the trade and other
receivables with 12.5% maximum in 2010 and 9.5%i mim in 2006.

With regard to the equity and liabilities, they wegsrimarily dominated by bank loans,
share premium and retained earnings. In 2006, dh& ans with their proportion of 49.3%
represented almost one-half of the total balanee. Sthey reached minimum in 2009 with

35% share. After the IPO, the share premium pregeh6.5% at its highest. At its lowest in
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2010, the additional paid-in capital constitutedyoof 3.6%. Retained earnings moved from
their 9.5% share in 2006 to 38.5% share in 2010.

Other important items were deferred tax liabilititde and other payables and bank
current liabilities. The proportion of balance shéems can be seen in following 100%

stacked column charts:

100% m Cash and cash
90% equivalents
80% B Inventories
70%
60%
50% B Trade and other
40% receivables
30% m Goodwill
20%
10% ® Property, plant and
0% . . . .

equipment
20006 2007 2008 2009 2010
CHART 4 Composition of assets

m Translation reserves

100%
BEE
80%
B Share capital
60% m Deferred tax
liabilities
m Bank current
40% liabilities
m Trade and other
20% payables
Share premium
0% m Retained earnings
2006 2007 2008 2009 2010
5000 m Bank loans
- [1]

CHART 5 Composition of equity and liabilities
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4.5.3.Trend Analysis

The increase in PP&E in 2007 was caused by redogmif the new production hall and
machinery. PP&E is recognized at acquisition cestlaccumulated depreciation and any
impairment loss. Depreciation is calculated viaigtit-line method and thus the trend of
PP&E was of decreasing nature since 2007. [18]

Regarding the goodwill, no impairment losses wezeognized during the five-year
period. Therefore, the changes in the item wereseadexclusively by the foreign exchange
differences.

Trade and other receivables were slowly increasintj 2009, the year of economic
downturn and lower polymer prices. Hence, the los&iles induced 8.7% year over year
decrease in trade and other receivables. Yet, 10,2the higher revenues were reflected in
25.2% accrual.

Inventories were gradually increasing over timehwtihe highest change of 48.5% in
2007. The reason was the higher purchase of miateseded to be processed in the new
production line. From the chart below, it is appéarthe total assets were most especially
influenced by PP&E. However, the 6.5% growth in @Q¢as driven by increases in other

items.
300000 -
=T otal assets
250000 ——A—V""
= Property, plant and
200000 - equipment
150000 - Goodwill
100000 ——Trade and other
receivables
50000 -
Inventories
0 T T T T 1
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CHART 6 Development of assets (in TEUR)
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Bank loans were decreasing till 2010 when they edd 15.5% increase. Such an
increase was associated with high level of cash aash equivalents needed for gradual
payments for construction of the new productior.liRrevious decreasing trend was caused
by progressive repayments with the yield from IPO.

During the monitored period, the retained earninigsn constantly increased. The
resources on this account may be utilised in maayswNonetheless, the up-moving trend is
positive considering the source can be used fohnéudevelopment.

Over the five-year period, the dividends were ehtidistrubuted from the share premium
account. Therefore, the item follows down-slopimgnt, which can be seen in the chart
below.

Increase in trade and other payables in 2007 wakwable to purchases of new
machinery and material in connection with new paiun line. Since that year, the trend was
decreasing due to management’s decision to expdaie discounts for early payments.

Current bank liabilities were, as mentioned abaviyenced by estimations reckoned by
management. Such estimations are based on cashpflesictions. Possibly, the company
could afford higher current indebtedness in 2008nie with prediction of higher cash-flow
from operations in 2009. Which was confirmed arellihbilities rapidly descended.

The changes in deferred tax arise from the taxmegaatified by the Czech Parliament.

Additionaly, the course of other items is depidtedppendix AP2.

300000 -
=T otal equity and
250000 - 7—%‘% liabilities
200000 - === Share premium
150000 -
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100000 - \_<9
50000 ~ e B ank loans
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CHART 7 Development of equity and liabilities (in TEUR)
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4.6.Working Capital

Following chart depicts the development of workicapital (WC) of PEGAS SA and
Fiberweb plc as a percentage of total balance 3in®.27.5% decrease of total current assets
and 22.2% increase of total current liabilitiesutesd in negative level of PEGAS’ WC in
2007. Such a decrease was caused by above mentiarséd management policy. If an
unfavourable situation had arisen, the company evdwalve been forced to settle the current
liabilities with fixed assets. However, since 2a6é level of WC steadily increased and the
years 2009 and 2010 stood for positive values thighhighest 13.8% of balance sum.

0.2
P
0.15 \/ ——PEGAS' WC as a % of
/ balance sum
0.1

\ / ——Fiberweb's WC as a % of
0.05 balance sum

N

) ——— !
2006 2007 2008 2009 2010

-0.05
CHART 8 Development of working capital

It is evident the key competitor’'s levels of WC wdrigher in all accounting periods.
Positive numbers of the indicator may suggest theagement’s aim is to decrease financial
risks. In consequence, the key competitor had eeibsafeguard against potential economic
fluctuations than analysed company.
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4.7.Ratio Analysis

In the next part, the liquidity, solvency, profitély and activity ratios are computed and
interpreted. Their explanation is based on trend l@nchmarking analysis. Ratios, which
belong to key competitor, are marked with ‘C’ a¢ thnd. Because of the inaccessibility of
industrial financial ratios for European marketgefiyear (06-10) period ratios were calculated
using the data from BACH (Bank for Accounts of Cangs Harmonized) database
developed by European Committee of Central Bal@tueet Data Offices (ECCBSO). In
appendix, these ratios are marked with ‘I'' BACHatese contains common-size vertical
balance sheets and income statements from ningp&amocountries (all within EU) and the
data can be sorted in line with Statistical Clasaifon of Economic Activities in the
European Community. Non-woven industry is categarias C13 — Manufacture of textiles.
Additionally, the ratios from Almanac of Businessdalndustrial Financial Ratios (2009
edition) are stated for comparison. Classificabbmatios in the “Almanac” is based on North
American Industry Classification and for that reasiois more suitable for US market. Non-
woven industry is classified as 313 — Textile MilBill, not all of the ratios introduced in the

theoretical part of the thesis were calculatedtdube lack of necessary data.

4.7.1.Liquidity Ratios
From the chart 9, it is apparent the current rgtiovides similar information to the

working capital indicator. The values were lessitbae in 2007 and 2008 due to changes in
current assets described in the balance sheetssayonsidering the key competitor, its
values were quite stabilized over time not fallibgow one. In all monitored periods, the
Fiberweb’s current liability was better except 210 when PEGAS managed to reach 3.18
value and surpassed its competitor. Such a developoan be assessed positively. Regarding
the European development, the current ratio mowadden the minimum of 1.46 and the
maximum of 1.60. Fiberweb exceeded the levels lirpatiods. For that reason, its above-
average five-year ability to meet current liab#giwas much better than in case of PEGAS.
North American ratio value of 1.9 suggests the Aoagr companies operate with higher
amounts of WC. The comparison of PEGAS and indusdrybe seen in appendix AP3.
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2006 2007 2008 2009 2010
mmm Current ratio 1.60 0.95 0.97 1.37 3.18
mm Quick ratio 1.35 0.65 0.67 0.89 2.26
Cash ratio 0.65 0.01 0.01 0.02 0.29
e C1rrent ratio C 2.26 1.65 1.52 1.62 1.87
e (QQuick ratio C 1.38 1.04 0.98 1.09 1.15
=== (_ash ratio C 0.37 0.16 0.21 0.34 0.29

CHART 9 Liquidity ratios

Quick ratio copies the development of the currene.oln 2006, the values of the
competitors were almost equal. Even so, the PEG#Steased in 2007 due to increase in
current liabilities predominantly attributable tonstruction of the new production line. Owing
to reduction of trade payables in 2008 and curbamik liability in 2009, the ratio started to
rise in 2008 and in the end transcended Fiberw@lbis.nine European countries (EU9) textile
acid-test ratios kept their values above 0.9 armdeurd. Again, the better-than-average key
competitor’s quick liquidity excelled PEGAS’. Amean quick ratio is exactly one.

Concerning the cash ratio, it decreased and inedesimultaneously with increments and
decrements of cash and cash equivalents. The fQigteocash changes is characterized in
horizontal common-size analysis. PEGAS’ cash ratas higher than the competitor’s in
2006, followed by three-year slump and in 2010,rtt®s were identical in effect. EU9 ratios
ranged from 0.13 to 0.17 over time. Once again, Rieerweb maintained above-average

figures. Almanac does not provide the users wighaatio.
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4.7.2.Solvency Ratios

7.00
6.00
5.00
4.00
3.00
2.00
1.00
0.00 -
2006 2007 2008 2009 2010
mmm Total debt ratio 0.55 0.47 0.49 0.41 0.38
mmm Debt-equity ratio 1.77 1.31 1.22 0.85 0.75
mum Financial leverage 3.24 2.81 2.50 2.08 1.95
mmm Coverage ratio 1.58 2.62 3.57 5.94 5.72
=== T otal debt ratio C 0.30 0.32 0.32 0.35 0.36
=== Debt-equity ratio C 0.65 0.81 0.88 0.97 0.99
= Financial leverage C 2.17 2.55 2.78 2.76 2.75
= Coverage ratio C 1.04 341

CHART 10 Solvency ratios

In keeping with the total debt ratio, the indebtestof PEGAS SA was decreasing over
time except for 2008, when the amount of curremkb&dan subtly increased. Such a
development was related to repayment of companyéseast bearing debt from IPO. Net debt,
which is defined as long-term and short-term deibiusicash and cash equivalents, was lesser
from year to year. On the contrary, the Fiberwebtal debt indicator reveals up-moving trend
of the indebtedness. Comparing to the Europearsingithe total-debt ratio is fairly low not
exceeding 21% over five-year period. With regardhi® American data, only the inclusive
total debt ratio is provided. Its value is 45.5%.
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Debt-equity ratio provides the same informatiortrestotal debt reducing the impact of
total assets changeability. The trend is obviodsiyn moving by virtue of retained earnings,
legal and translation reserves. By comparison il key competitor, it is evident the
increasing nature of the ratio, which is almostaaue in 2010. In such a case, the equity is
identical to short and long-term bank loans. Th&Edbt-equity ratio is 0.44 at minimum and
0.50 at maximum. Almanac of financial ratios pra@sdenough information to compute ratio
for American environment. However, it does not @lifsubstantially from the European one
considering its value of 0.42. Like in previous exde, both firms are above average.

Financial leverage of PEGAS was decreasing in cutjon with total debt and debt-
equity ratio. The leverage of total assets was geduand thus the indebtedness and risk
associated with leveraging as well. On the othedh#he potential of revenue maximization
reduced in consequence. Fiberweb was leveragirap#st base to a greater extent over time.
Slight decrease in 2009 and 2010 was caused byethidgcrease in total assets and total
liabilities. Regarding the EU, the values were mgvibetween 2.45 and 2.56 during the time.
In 2010, the PEGAS was under average whereas Falbewas above average. Considering
the Almanac’s financial leverage, the value of li@®icates the American firms select less
risky way of financing their assets.

Interest coverage ratio increased in case of PEGABh a development can be assessed
positively by reason of Group’s strengthening &pilo meet its contractual interest expenses.
In accord with the competitor, the indicator canbetcalculated except for 2009 and 2010 due
to losses reported in previous periods attributédlgrand restructuring costs. Still, PEGAS’
ratios are higher in those years. Industry coveragie decreased significantly in 2008 and
2009 due to higher interest expenses and lowelatpgrprofit. The fall can be attributable to

financial crisis. American coverage ratio is eqoad.2.

4.7.3.Profitability Ratios
Commensurate with the chart below, it is apparkatanalysed company was profitable
in all periods, whilst Fiberweb was not until 20@¥go, in terms of profitability, the PEGAS
SA overtook its key competitor and achieved bettetcomes in all periods. Gross profit

margin cannot be computed for PEGAS owing to tmmét of statement of financial position,
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which does not provide information on gross prdiitie to the averaging of balance sheet
data, the ROA and ROE indicators are not preserthioyear 2006. Because of the nature of
vertical common-size BACH'’s financial statementee ROE and ROA cannot be calculated.
Hence, only the American ROE and ROA ratios are tisecomparison.

30%
25%
20% -
15% -
10% -
5% -
0% -
2006 2007 2008 2009 2010
mmm Operating profit margin 25% 21% 16% 19% 13%
mmm Net profit margin 17% 18% 10% 17% 14%
m Return on assets 9% 6% 9% 9%
s Return on equity 26% 15% 20% 17%
——Operating profit margin C 1% 5%
——Net profit margin C 0% 2%
——Return on assets C 0% 1%
——Return on equity C 0% 4%

CHART 11 Profitability ratios

Operating profit margin was decreasing until 2008w the drop of polymer prices and
lower D&A induced in higher operating profit. Theifepean industry ratio held on markedly
lower values with the maximum of 4% in 2007. Nedffgrmargin fluctuates concurrently with
net profit that is affected by changeable taxesghkiXs and losses and other financial incomes
and expenses. Compared to the EU9 net profit mawmgnich achieved maximum of 2%,
PEGAS is considerably above average. American noét pnargin is a little bit higher: 4.4%.

The assets were used with the same efficiencytanerwith the exception of 2008 when

the higher operating costs and “CZK” appreciatiesuited in lower net profit. Almanac’s
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ratio is 9.2%. On that ground, the PEGAS is alnaisthe same level with the American
average. ROE decreased in 2008 for the same reasBOA but conversely, it did not return
to 2007’s level by virtue of increasing total shaapital and reserves. Nonetheless, consistent
with the Almanac, the ROE is 11.1% and PEGAS wawalaverage in all periods.

4.7.4.Activity Ratios

7.00

6.00

5.00

4.00

3.00

2.00

1.00

0.00 2007 2008 2009 2010
mm Recivables turnover 4.89 533 4.72 5.27
mmm Fixed assets turnover 0.58 0.66 0.61 0.75
mmm Total assets turnover 0.48 0.56 0.51 0.61
=R ecivables turnover C 5.00 542 5.38 6.26
=——=Fixed assets turnover C 1.30 1.57 1.34 1.43
=T otal assets turnover C 0.85 1.01 0.89 0.96

CHART 12 Activity ratios

Concerning the activity ratios, they were merelynpated for four years due to averaging
of balance sheet data in order to cushion the rdifilee between flow and static figures.
Considering the higher numbers of the average cale period, it is not present in the chart

to avoid screening of other indicators. The ratia be found in the table below:
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2007 2008 2009 2010

PEGAS SA 74.64 68.52 77.38 69.31]

Fiberweb plc 73.02 67.37 67.78 58.35

TABLE 2 Average collection period (in days)

The development of revenues and related tradeviaddes induced in lower receivables
turnover in 2009. Average collection period incexhsat the same time to 77.38 days
indicating the solvency of customers deterioraidte reason is, with the highest possibility,
the economic downturn predominating in that peri@dmparing with the competitor, its
values were almost at the same level in 2007 a8 bt Fiberweb’s change from 67.35 to
67.78 days in 2009 signifies it did not have sucbbfems with collection of cash from
customers. With regards to Almanac, the receivablesover is 6.0 resulting in average
collection period of almost 61 days. PEGAS SA iswebAmerican average in all periods,
whilst Fiberweb managed to reduce the collectiorragh from customers to 58.35 days in
2010.

Fixed assets turnover decreased in 2009 concureitth lower revenues. The revenues
decreased to a greater extent than the averaged &gsets in spite of the depreciation of
PP&E. The key competitor’s non-current assets wenavas higher in all periods suggesting
either more efficient usage of fixed assets orrtlosver share on total balance sum. New fixed
assets recognized may affect the ratio actually.

The values of total assets turnover provide insight the fixed assets turnover and
facilitate the interpretation. From the chart ahdvés clear the Fiberweb’s figures were once
again higher than in case of PEGAS. For that reabenkey competitor utilised its asset base
with higher efficiency in terms of generating trees. For further comparison, the value of
American total asset turnover is stated at 1.4&ekping with such a value, both competitors

were below American average over time.

63



5. OUTCOMES ASSESSMENT

The PEGAS SA was profit making in all periods, whiits key competitor and other
firms in the industry (EU9) were not. It is a sighhealthy firm. The revenues represented the
main part of the total income not falling under3®%. over time. They fluctuated side by side
with the raw materials and consumables used suggesie ability to pass volatile prices to
customers. Such ability is assessed positively. éd@n the net income was to a great extent
influenced by FX losses/gains and EBIT was dedajnihhe main drivers of declining EBIT
were increasing polymer prices, staff costs and D&l#erefore, the company should focus on
these expense items and try to find a way of thgtimization.

With reference to development of PEGAS’ financiasition, the PP&E increased
significantly in 2007 because of the recognition tbe new production line. Another
production line was going to be launched in thesddalf of 2011. Such investments, which
support organic growth, are considered favouraBbnk loans were decreasing until 2010
when the construction of the new production lingdye Nonetheless, net debt was decreasing
over time. Other positive signals are the steagyement in retained earnings resulting in
higher equity and management’s decision to reduagetand other payables in order to
acquire trade discounts. Unfortunately, the WC traent was not as smooth as in case of
the key competitor. The company should avoid sutdmaton in the future and maintain
positive WC figures.

The key competitor was more liquid over time witie texception of 2010. Such a
development was mainly attributable to new cashagament policy. The purpose of the
policy was the reduction of interest expenses &gction of the overdraft. Interest expenses
were decreasing over time indeed. Nevertheless,b#lew average liquidity cannot be
assessed positively and the company should hawvkedva

Considering the indebtedness of the company, tta¢ tebt ratio was decreasing over
time approaching the EU9 average, whilst the Filkebraswas receding. The debt-equity ratio
provides the same information. Reduction of theebtddness is of positive nature. On the
contrary, the financial leverage was moving undemogean average since 2008 indicating the

other firms had more of its liabilities kept in forof other than interest bearing debt.
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Positively can be assessed the development of ageertio, which was increasing over time.
Thus, the PEGAS’ ability to meet its interest begriabilities intensified. The ratio kept its
up moving trend in spite of the negative developimésible in EU9.

In terms of profitability, the Group was above ag in all periods. The assets were used
almost evenly over time considering the ROA of %kjch is nearly as good as Almanac’s
9.2%. Company’s ROE was above American industsatage. These positive figures should
be retained or even improved in next periods.

PEGAS's receivables turnover was below the Fibersvabd American average resulting
in higher collection period. The increase in reables turnover in 2010 can be reckoned
optimistically. Still, the competition was bettesnsidering its above average value in 2010.
The company may curtail the average collection qoerby setting up more rigorous
requirements on customers. In line with the fixad #otal assets turnover, the competitor used
its assets more efficiently in generating the renesn

In conclusion, the PEGAS is a healthy firm, whislprofitable and credible. It reduces its
overall indebtedness and it is able to meet itsr@st bearing liabilities. On top of that, the

Group increases equity and invests in its furtlesetbpment.
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6. CONCLUSION

The financial statements as defined in IAS 1 — éhrtzdion of Financial statements were
thoroughly scrutinized in the theoretical part o thesis. They are the statement of financial
position, statement of comprehensive income, setemf changes in equity and statement of
cash flows. All these statements are further supeiged with notes comprising a summary of
significant accounting policies. With regard to ttatement of financial position, the main
elements are assets, liabilities and equity whike income statement’s underlying elements
are expenses and incomes. Concerning the cashsti@ment, it is divided into operating
activities, investing activities and financing adtes.

Be that as it may, the explanatory power of théestants compiled in accordance with
IFRS is lowered by several constraints. These eagliided into cost versus benefit, omission
constraints and balance between qualitative cheniatts. The balance between four
fundamental qualitative characteristics is securgdessential accounting discretion, which
may be used opportunistically to achieve desiredsgmtation of the statements. The
opportunistic attitude to the right of choice isvén by a set of manipulation incentives, which
are explained in the thesis.

Financial statements analysis is an excellentungnt how to assess statements’ ability
to inform about financial position and performanitean be divided into ex-post and ex-ante
analysis. In accordance with the examined objédan be further classified as international,
national, industry and company analysis. The mastw techniques are horizontal common-
size analysis, vertical common-size analysis, wayktapital analysis and ratio analysis. In
keeping with the aspects the ratios are focusedhey, are categorized as liquidity, solvency,
profitability, activity and market.

In the practical part, the ex-post company analygs performed by utilization the
theoretical model developed in the preceding pahe analysed company reported the
statements in compliance with IFRS from 2006. Bgislen of the company, the presentation
of the income statement was amended in 2007 inr aedpresent better the operating profit.
Therefore, for the sake of comparability, the 2006ome statement was retrospectively
restated consistent with IAS 1 requirements. Tlaestent of comprehensive income has
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begun to be prepared since 2009 in line with thaseel IAS 1. It is a nice example of
consistency disruption attributable to change IR3F Nevertheless, the data provided in the
previous statements enabled their adjustment terstnt of comprehensive income and thus
the overall comparability. With the aim to revielettrends in cash receipts and payments, the
direct format of operating cash flow is needed. idoer, the company’s cash flow statement
was presented in indirect format.

As the standards do not specify the exact formah®fincome statement, the accounting
discretion led to omission of an item called “costgoods sold”. Such an item is crucial for
calculation of some ratios and for conversion afhclows from the indirect to direct format.
These ratios include gross profit margin, inventarsnover, payables turnover and related
average payment period.

With regard to the ratio analysis, the industryafinial ratios needed for cross-sectional
analysis are relatively inaccessible for EU. Yag ECCBSO set up the BACH database in
1987 in order to allow inter-country comparisonkifig into consideration the items in BACH
are expressed in percentage of the total balamoeostiotal turnover, the database enables the
computation only of ratios, which do not put ingdation balance sheet and income statement
data. As the non-financial companies’ statemergsnat affected to the same degree by IFRS
implementation, the quality of cross-sectional cangon is worsened. The fact remains that
the majority of the approachable industry financ&los are suitable for U.S. market and the
access to them is charged with considerable amafim®ney.

Irrespective of above mentioned imperfections,|BERS’ demanding requirements on the
notes to financial statements permitted the inedgtion of all outputs of the performed
financial analysis. Taking into consideration tlesgbility of ratio calculation and application
of these calculated ratios as a benchmark, the f@Biftate comparison between companies
on the international level. Without being presentedsistent with one unified standard, such
a comparison would not be attainable.

Based on above-mentioned findings, it is eviderdt tthe informative potential of
financial statements prepared according to Intenal Financial Reporting Standards is

eminent.
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AP1 Statement of Comprehensive Income Analysis

The income and expense items horizontal common-siaaalysis
(The differences in thousands of EUR)

07-06| O7/06 | 08 -07| 08/07 | 09-08| 09/08 | 10-09| 10/09
Revenues 1030 0.9%| 20800 17.1%| -19324 -13.5% 24703|  20.0%
Other operating 1204| 684.7% 742 -67.1% 75| 20.79 316|  72.1%
Income
FX gains and
other financial 10369|  -52.7% 1599 17.2%| -2271 -20.8%  2653| 30.7%
income
Interest income 414 -67.5% -125 -62.8% 64| -86.50 6| 60.0%
Cash flow hedges D 0.0% 0 0.0% 181 0.0% -1119| -618.2%
Changes in
translation 1082| 148.4% 61 -3.4% 333|  -19.0%  3018| 213.0%
reserves
Total income 7377 52w 21471 16.0%| -21736| -13.9% 29577| 22.0%
Raw materials and ¢ /o 650 18237 23.8%| -18937 -20.0% 27743|  36.6%
consumables used
Staff cost 1164  22.9% 266  4.2% 1006|  15.49 445 5.9%
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D&A expenses 181 1.5% 4477 36.3% -876 -5.29 419 2.6%)
Research expens¢ 34 1.9% 440 24.0% -618 -27.19 404 24.4%
FX losses and

other financial 3381| -37.8% 7589 136.5%| -7010 -53.3% -1155| -18.8%
expenses

Interest expense -8 850 -47.1% -3593-36.1% -2512 -39.59 -550 -14.3%
Income tax -3692| -230.6% 1365  65.3% 1450 199.7%  135| 18.6%
expense

Total expenses -9892 -8.2% 28781 26.1% -27497|  -19.7%| 27441 24.6%
Profit (loss)from | 52071 1250|  -3364 -12.9% 176|  08%| -3992| -17.5%
Operatlons

Profit (loss)

before income '2 259 '101% ‘5884 '294% 7363 520% 372 17%
tax

Profit (loss) for 1433|  6.9%| -724d -32.7% 5013|  39.7% 237  1.1%
the year

Total

comprehensive 2515 11.7%|  -731d -30.5% 5761| 34.6% 2136 9.5%
income
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The income and expense items vertical common-sizeadysis

2006 2007 2008 2009 2010
Revenues 85.3% 90.79 91.6% 92.0% 90.94%
Other operating -0.1% 0.8% 0.2% 0.3% 0.59
income
FX gains and other 13.9% 6.9% 7.0% 6.4% 6.99
financial income
Interest income 0.4% 0.1% 0.0% 0.0% 0.0p6
Cash flow hedges 0.0% 0.0% 0.0% 0.1% -0.4%
Changes in 0.5% 1.3% 1.1% 1.1% 2.79
translation reserves
Total income 100.0% 100.0% 100.0% 100.0% 100.0%
Raw materials and 59.8% 69.3% 68.1% 67.9% 74.5%
consumables used
Staff costs 4.2% 5.7% 4.79 6.8% 5.7%0
D&A expense 10.1% 11.2% 12.1% 14.3% 11.7%%
Research expense 1.59 1.7% 1.606 1.5% 1.p%
FX losses and other 7.4% 5.0% 9.4% 5.5% 3.69
financial expenses
Interest expense 15.69 9.0% 4.6% 3.4% 2.4%
Income tax expense 1.39 -1.9% -0.5% 0.6% 0.4%
Total expenses 100.0% 100.0% 100.0% 100.09 100.0%
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AP2 Statement of Financial Position Analysis

Horizontal common-size statement of financial posibn

(The differences in thousands of EUR)

07-06| 07/06 | 08-07| 08/07 | 09-08 | 09/08 10-09( 10/09

ASSETS
Non-current assets
Property, plant and B

. 26833| 24.39% -15915 -11.6% -12575 -10.4% -1152 -111%
equipment
Intangible assets 9 92.2% b3 27.0% 43 -1713% 13 .3%4
Goodwill 2773 3.3% -1004 -1.2% 1514 1.8% 4915 5%
Total non-current assets 2970( 15.2% -16865 -7.5% 11104 -5.3% 3776 1.99
Current assets
Inventories 4053 48.5% 315 2.5p6 9P1 7.2% 1089 0%
Trade and other receivable] 2604 11.0% 1116 4.3% 377-2 -8.7% 6297 25.2%
Cash and cash equivalents -21503  -97]7% 202 -39.5% 164 53.1% 4212 890.5%
Total current assets -14849 -27.59 1220 3.1% -1292 -3.2% 11598 29.7%
Total assets 14854 6.09 -15636 -5.9% -12396 -5.0% 53¥4 6.5%
EQUITY AND
LIABILITIES
Share Capital and
reserves
Share capital @ 0.0% D 0.0% 0 0.0% 0 0.p%
Share premium -7014  -17.1% -7845 -23.1% -8806 %1.8 -8768| -49.1%
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Legal reserves 1120 100.0po 1313 117.% 10963 80.7% 638 L 37.3%
Translation reserves 1811 249.8% -1750  -69|0% 1411780.3% 4435 201.3%
Cash flow hedges D 0.0% 0 0.0% 181  100/0% -038 .254%
Retained earnings 21018 88.4% 13376  30{3% 18839 398R. 19401 25.19
Total share capital and 16935 22.0%| 5294 5.6% 14090  142% 15768  13.4%
reserves

Non-current liabilities

Bank loans -6343 -5.2% -20317 -179% -13317 -14{1942836 15.5%
Other payables -174  -63.3% -96  -95.0% 22 440|0% 81.5%
Deferred tax liabilities -303% -19.9% -812 -6.1% 93 0.8% -785 -6.89
Total non-current 9552| -6.9%| -21289 -165% -1340p -125% 12127 12.4%
liabilities

Current liabilities

Trade and other payables 13006 64.8% -16467 -49.692872| -17.1% -46( -3.3%
Tax liabilities 1235| 643.2% -1348  -94.5% 987 1186.1 718 70.7%
Bank current liabilities -677 -50.8% 18170 277.4%11251 -45.59% -12681 -94.1%
Provisions 0 0.09 ( 0.0% 98  100.0% -08 -100p%
Total current liabilities 7471 | 22.2% 355 0.9%| -1308| -31.5% | -12521| -44.09
Total liabilities -2081| -1.2%| -20930] -12.39q -26490 -17.8% -394 -0.3%
Total equity and liabilities | 14854 6.0%| -15636 -5% | -12396 -5.0% 15374 6.501
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Vertical common-size statement of financial positio

2006 2007 2008 2009 2010
ASSETS
Non-current assets
Property, plant and equipment 44.4% 52.1% 48(9% 2944. 42.9%
Intangible assets 0.0% 0.1p6 0.1% 0.1% 0.1%
Goodwill 33.9% 33.0% 34.7% 37.2%  36.9%
Total non-current assets 78.3% 85.2% 83[7% 83.4% 79.8%
Current assets
Inventories 3.4% 4.7% 5.1% 5.8%6 5.9%
Trade and other receivables 9.5% 9.9% 11]0% 10.6% 12.5%
Cash and cash equivalents 8.8% 0.2% 0]1% J.2% 1.9%
Total current assets 21.7% 14.8% 16.3% 16|6% 20.2%
Total assets 100.0% 100.09 100.0% 100.0% 100.0%
EQUITY AND LIABILITIES
Share Capital and reserves
Share capital 4.6% 4.3% 4.6 49% 4.6%
Share premium 16.5% 12.9% 10.5% 7.6% 3.6%
Legal reserves 0.0% 0.4% 1.0% 1.9% 2.4%
Translation reserves 0.3% 1.0% 0.3% 0.p% 2.6%
Cash flow hedges 0.0% 0.0% 0.0% 0.1% -0.3%
Retained earnings 9.5% 17.0% 23.5% 32[7% 38.5%
Total share capital and reserves 30.p% 35|6% 40.0% 48.0% 51.4%
Non-current liabilities
Bank loans 49.39 44.2% 38.7p6 35.0% 38.0%
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Other payables 0.1% 0.0% 0.0p% 0.0% 0.0%
Deferred tax liabilities 6.19 4.6% 4.6% 4.9% 4.3%
Total non-current liabilities 55.6% 48.8% 43.3% BD. 42.3%
Current liabilities
Trade and other payables 8.1% 12.6% 6)7% 5.9% 5.3%
Tax liabilities 0.1% 0.5% 0.0% 0.4% 0.7%
Bank current liabilities 5.39 2.5% 10.0%0 5.1% 0.3%
Provisions 0.09% 0.0% 0.0% 0.0% 0.0%
Total current liabilities 13.5% 15.6% 16.7p6 12.1% 6.3%
Total liabilities 69.1% 64.49 60.0% 52.0p6 48.6%
Total equity and liabilities 100.0% 100.0% 100.0% 00.0% 100.0%
35000 -
30000 -
25000 - —— Defermred tax
liabilities
20000 -
——Trade and other
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15000 -
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AP3 Ratio Analysis of EU9
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0-00 2006 2007 2008 2009 2010
mmm Current ratio 1.60 0.95 0.97 1.37 3.18
mmm Quick ratio 1.35 0.65 0.67 0.89 2.26
s Cash ratio 0.65 0.01 0.01 0.02 0.29
= Current ratio I 1.52 1.51 1.46 1.54 1.60
e Quick ratio I 0.96 0.95 0.91 0.98 0.95
=(ash ratio | 0.14 0.13 0.13 0.17 0.15

AP CHART 4 Liquidity ratiosfor PEGAS and EU9
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——perating profit margin I 3% 4% 2% 1% 3%
——Net profit margin | 2% 2% 0% -1% 2%

AP CHART 5 Profitability ratios for PEGAS and EU9
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7.00

6.00

5.00

4.00

3.00

2.00

1.00

0.00
2006 2007 2008 2009 2010
s Total debt ratio 0.55 0.47 0.49 0.41 0.38
s Debt-equity ratio 1.77 1.31 1.22 0.85 0.75
mem Financial leverage 3.24 2.81 2.50 2.08 1.95
mmm Coverage ratio 1.58 2.62 3.57 594 5.72
e==Total debt ratio I 0.17 0.18 0.18 0.18 0.21
e==Debt-equity ratio I 0.44 0.45 0.46 0.44 0.50
===Financial leverage I 2.56 2.55 2.53 2.50 2.45
= Coverage ratio I 1.81 1.93 0.73 0.37 1.98

AP CHART 6 Solvency ratiosfor PEGAS and EU9
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