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EBIT Criterion: Financial Analysis‘ Issues
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We are well aware of the fact that a stock analyst investing
Abstract—Paper delivers an elaboration of various approachés standardized instruments in public markets is likely to be
towards profit composition and its use and interpretation in financigiterested in other aspects of value creation than an investor
analysis and business valuation. By focusing on the m”t“aﬁlﬁvesting in private equity market in Central Europe.

incompatible needs of different stakeholders we try to prove thatFTthhermore, other information will be of interest from the
comparison of performance indicators based on financial statements

derived from the framework of US GAAP. IFRS or Czech nationd?©INt of view of an internal revenue service authority. In this
regulation is misleading. On an example of the category of profifticle, we are addressing one of the possible bottlenecks of
called EBIT which is a widely used performance criteria ifinancial analysis, the EBIT, its purpose, method of derivation

mainstream Anglo-Saxon text books on corporate finance, financighd the following intended uses of the results and the
analysis or business valuation, we explain that whereas the "r‘%ﬁéplanatory power of the results.

EBIT” is based on the cost structure defined by function, the ,Czech . . .
EBIT” derived from an income statement based on cost structur In Germany — a country to which Czech Republic is stil

defined by nature are not compatible in terms of their interpretatio?fOser than the U.S. in terms of historical traditions and
In the end we conclude the main issues users and authors of finané@ncial accounting, it is interesting to observe that in
analysis have to face by trying to apply ,Czech EBIT” in variou$inancial analysis and business valuation literature one either
mainstream models of financial analysis and business valuation.  cannot find the category of EBIT at all [3,10,14,15,16,19,31],
or it is only spoken about EBIT in the context of publicly
Keywords—EBIT, business valuation, Balance Sheet, Incomgaded shares [5,12,28] or the authors use EBIT as a symbol
fsiéztr?é?;rgha?;s?get Income Statement, external and internal USE5 the category of profit being used for measuring the
production power of assets, abstracting from financing and
taxation [2,25]. By the Anglo-Saxon authors EBIT is used as a

vsi b dqf . h_standardized category in order to compare performance of
INANCIAL analysis can be used for various purposes, Wikt et companies and to be used in valuation methods for

determine not only the choice of the source of data, b%mparable companies (market multiples). A European

also a method for deriving the analytical criteria. By using th&ample of this approach is represented by [1] and the U.S.
example of the EBIT category of profit this article aims tQ

I h ; dard wiical hod py IOpproach among many others by [6,7,8,9,23,26].
analyze the use of standard analytical methods, and Ang 1f we look at the Czech publications on this subject, the

Saxon approaches to financial analysis and valuation @EIT category of profit is mentioned, and we emphasize that

companies and their application in the Czech Republic for tli‘Ha various contexts, among others in [13,20,21,30]. This

com||<o anies that Zavi nothlisted seCl:)rIi.ties. i public Capi_tﬁé\ppens despite of the fact that the standard Czech profit and
mar edts [18] ,‘1” thus —have noho |giat|onf to reportﬁ Ibss statement (further also as income statement) does not
accordance with U.S. _GAAP or t ? _ru es of IFRS. O €fhclude that category of profit. A certain exception is in this
happens that_the analytlpal models ongmglly developed _for Uebntext represents [27] by using an own concept of profit for
by analysts mte_,-res_ted in the U.S. p”k_’"c'y quoted. MINOMY\e treatment of conditions relevant in the Czech Republic.
shares are gpplled |n.the Czech Republlc: .Usually this happen§he obvious question is whether the ,right EBIT*, as
without paying attention to the comparab|!|ty Of, model 'npu_tﬁnderstood in the global standardization of financial reporting
taken from the statements of various financial accounting y heonce the Anglo-Saxon texts in corporate finance and
systems. Thereby the explanatory power of the expeCtsgluation cited above, can be derived from the accounts of

results cannot be ensured. Czech companies in a comparable form and quality as from the
statements of U.S. companies and therefore is usable in the

This paper is one of the research outputs of the project MSM61384399|a£ode|_5 created by Amer.lcan_ authors for the al’.lalySIS and
registered at Ministry of Education Czech Republic and the proje@luation of U.S. companies (i.e. usually the publicly traded

GA403/11/0002 registered at Czech Science Foundatiof RRA minority shares). We are interested in answer to the question
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and investors. commitment of his current existence, which was based on past
events, and is expected to reduce the settlement of economic
Il. METHODOLOGY OFRESEARCH benefits of a reliable value. The definition of equity will find

Financial accounting as part of the company’s informatiots characterization as a residual interest in the assets of the
system is able to provide, inter alia, information on evaluatigtPmpany after deducting all its liabilities. Equity is also
of economic resources, which were invested in the busindgduenced by estimating the value of assets and liabilities.
process. Users of financial information obviously require such !f; therefore, the conceptual framework dimension of
data. Both IFRS (in the Framework) and U.S. GAAP (in sEamdividual financial statement items does not exist, which is the
1) have identical objectives [33, 34]. While financial report§ase in the Czech Republic, including a further example of
cannot meet all information requirements of all users, there &féferences in valuation, in identifying and reporting in
requirements that all users have in common. Because inves@f#gparison with the international accounting standards, we
are providers of capital, financial reports that meet theyronder what will be the result for use in financial analysis. For
information  requirements  will meet the informationinstance asset for consumption or sale in selected liabilities of

requirements of other users that are primarily of current aff§ formation and dissolution affect the profit and hence the
potential investors [4]. value of the input of models for valuation and financial
According to national accounting rules accounting has ighalysis in different ways. Problems occur particularly when
own specifications, methodology and practice. InternationggPorting leased property (IAS 17), with contracts for
accounting standards, whether by regulation in accordarf@nstruction in the recognition of revenue (IAS 11) by the
with IFRS or U.S. GAAP, including the ongoing process ofapitalization of interest in the value of assets (IAS 23),
convergence between the world's ,giants* in the process yaluing the present value of long-term assets and liabilities
accounting harmonization, are still encompassing incompatidi@e Framework).
areas such as defining the relevant criteria for the recognitionClosely related to the balance sheet is the income statement,
of assets, liabilities, costs, revenues, principles of reportifglich accurately and fairly presents the performance
and presentation of financial statements. (profitability) of the company in accordance with generally
Consequently, problems arise in the actual content of iterdgcepted accounting principles of the U.S., IFRS, EU and
of the statements of financial accounting. If accountin zech accounting standards. The income statement is part of
regulation does not define the characteristics of the badhe financial reports, the view can be regarded as a fair
elements of the reported accounts the analysis for differgsentation of the of the results if the content item
users can become misleading. The reason is that the differgpfiresponds to the actual situation and is in accordance with
valuation models [17] and indicators of financial analysis af®€ accounting methods that are imposed on entities under the
based on different assumptions. If we thus apply only {glevant legislation. Fair view is such that when the accounting
statements of financial accounting in the Czech RepubfBéthod is used in a way that leads to achieving a fair
national arrangements for the analytical procedures and desRjgSentation. On what accounting methods are used, it shall
of indicators commonly used in overseas models, surely Jygorm the entity in the supplement to the financial statements.
can achieve different results [32], mainly thanks to th&his definition is part of a legislative definition in the Czech
conditions and characteristics for the recognition of thBepublic though. It underlines the only consequence of
balance sheet elements in evaluating the financial position dffnpliance with statutory regulations, when the primary can
measuring performance (presented as part of the COncepm%uconsidered a tax perspective, which in practice leads to the
framework of IFRS and U.S. GAAP, however not in the CzedRct that an entity has a logical effort to respond exclusively to
legislation). Related limitations of comparability stenih® needs of the tax and not the other potential users of
subsequently from this position of the data used in financiilancial accounting statements.
analysis (creation of assets, liabilities and their implications for Statements prepared in accordance with Generally Accepted
income recognition in respect of costs and revenues). Accounting Principles (U.S. GAAP) respond to different
Already in the Balance Sheet we can recall the definition §6€rs’ needs. Common feature of Income Statement (Statement
assets under the Framework, which is considered an assetdoficome, Earnings Statement, Statement of Earnings, Profit
balance sheet item whose existence is a result of past event@nét Loss Statement, Statement of Operations etc.) prepared in
is expected that it will bring the company future benefits witBccordance with US GAAP is that they are drafted only in the
reasonable certainty and reliability. Future economic beneftgecial breakdown of operating costs derived by its function.
are directly or indirectly linked with cash flows. Where it igncome users are mainly interested in the performance of the
unlikely that the cost of the assets of the company will brirfgPmMpany and comparison with the previous period, which
economic benefits to the end of the accounting period, tRdows them to predict future performance, and thus
results are reported as a cost. The ownership of the assdffgseeable financial position of the entity.

conclusive, but the company must have the right and ability toU-S- GAAP do not prescribe a standard form of profit, but
exploit the benefits of asset. for reasons of comparability the company is required to

The main characteristc of a liability include theOPserve the appearance of this statement and the structuring of
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categories of costs and revenues. Aggregation must not hatdity.
important information. An example of an income statement Gains and losses representing changes in the valuation of

structured by major components: assets and liabilities are generally the result of events over
Revenues of sold outputs (finished products, goods |amdiich the entity and its directors do not have control
services) (exchange rate differences, the change in the value of fixed
- Costs of sold outputs (finished products, goods |arhd current assets, etc.). These gains and losses are the result
services) of ,internal“ revaluation, have not yet been implemented, this
= Gross profit/loss (gross margin) means that sales have not been verified by the customer (assets
- Operating expenses (selling, administrative expenses) Wwere not sold or consumed, liabilities were not paid).
= Operating profit/loss Part of these effects occurs directly in the balance sheet in
+ Gains and losses equity changes and partially in the income statement by
+ Other revenues and expenses influencing the earnings of the reporting period. The view of
+/- Unusual and infrequent items the partial impact on the balance sheet or income statement
= |ncome of continuing activities before taxes (Earningg; depends on the assets which were revaluated and additionally
before tax, i.e. EBT) whether there is a change in valuation of specific assets for the
Income tax related to continuing activities first time, or if its carrying amount has been adjusted in the
= Net income of continuing activities after tax (Earnings| past. Gains and losses do not represent expenses for the
after tax, i.e. EAT) company, for example, by buying securities, the market price
+/- Results of discontinued activities rises or falls, but it is not due to the company, the income
+/- Profit/loss of operations of a discontinued segment (aftstatement will only show gain / loss on sale of securities. The
tax) results of secondary activities are beyond the control of the
+/- Gain/loss of elimination of discontinued segment (aftetompany and are shown net (compensated). Again in this case
tax) the terminology is different in the Czech Republic,
+/- Extraordinary items (after tax) respectively these categories are not applied at all.
+/- Cumulated influence of changes in accounting rules By the composition of the income statement the concept of
(after tax) the European Union is basically the same as the global
= Net profit/loss for accounting period accounting standards. The patterns according to the fourth
Earnings per share (EPS) directive of the European Union originate in a different

The relatively detailed structure of the company’s profiereakdown of the costs and different formal arrangement.
allows differentiating the influences on profit resulting from Criterion for distinguishing four types of income statements
the main and secondary activities and unrealized gains dfdthe choice of operating costs, both according to costs by
losses but allows also distinguishing the impact of the ongoinggture, i.e. according to the nature of goods (consumption of
extraordinary and discontinuing operations. This distinction [§aterials, labour costs, depreciation, freight, etc.) and costs by
important, for example, by using different perspectives oinction, that is the costs which were sacrificed in relation to a
measuring results of these activities and defining the rules@¥en outcome (cost of production, supply, sales,
commensurability of its costs and revenues. administration, etc.). Combining these two aspects there are

If a company achieves revenues from selling and othtgur possible schemes of an income statement: vertical or
income from ancillary activities, it intends to produce and sefiorizontal form with the breakdown of costs by nature or by
in order to achieve earnings or other income. By relating tfiénction in operating activities.
revenues to expenses representing what the company has givethe income statement with the breakdown of cost by nature
up to deserved income. As we shall see, this approach to @g@siders the criterion operating costs by the nature of the
reporting of profit is incompatible with the normal way so fafost. Here the homogeneous costs relate to the accounting
in the country. period, while operating income relates to realized revenues.

In the income statement as regulated in U.S. GAAP, tHdis leads to factual discrepancies since the costs of the
operating items should be separated from other cost elemetsounting period relate to the performance (a work in
of earnings that are not part of major transactions. TotBfogress, goods, services provided) carried in the period, but
Revenues account for total billed / amount received amountgyenues relate primarily to the realized revenues regardless of
Net Revenues is the amount the company actually receives aiiether they have been made achieved in this or prior periods.
keeps. For example, the cash discounts and provisioniliyythis case net profit determined as the difference between
required to claim a warranty repair are subtracted from Tot@venues and costs does not have the required explanatory
Revenues. These items reduce earnings, but not costs. TheROWer, because it is based on costs which are not associated
a requirement for separate reporting of unusual, abnormal With earned revenues. Therefore, either cost or revenue items
infrequent items under IFRS and the Framework under AFEWe to be corrected.

30 in U.S. GAAP as non-operating items, such as full or If operating costs are structured by function the knowledge
partial write-off of stocks, gains / losses on the disposal of &h the calculation structure of operating costs is required.
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Revenues are related to the associated costs. This elimi

the problem of factual discrepancies in revenues and cost|
operating income and operating expenses are related tg

same volume of activated or achieved performance.
The layout of the income statement according to Cz
accounting law is compatible with the IFRS standards. IAS

Presentation of Financial Statements states that the disclg

of revenues and expenses as fundamental components
income statement gives opportunity to better understand
achieved performance and estimate future results. Becau

different activities have different effects on performance, it

required to presents an overview of the standard items
have some influence potential.

By the operating profit, the standard allows similarly as
fourth directive of the European Union to report operat
costs structured by nature or by function. Choosing

MODELS AND METHODS IN APPLIED SCIENCES

hateRevenues
S, as Costs of sales
the Gross profit
+ Other operating incomes
ech-  Distribution (selling) expenses
1-. Administrative expenses/overheads
sure QOther operating expenses
of an Operating profit
the- Financial expenses
se of Profit of associated companies/enterprises
iS = Income before tax
that Income tax
= Income after tax
he - Minority interest
Ng = Net profit/loss of ordinary activities
the = Net profit for accounting period

breakdown of the costs is given by the nature of the companyunder the framework of the International accounting
which  more accurately shows the components of itgandards costs can be reported in the income statement if they
performance or according to historical and industry practicegre reducing the economic benefits and/or simultaneously
If the company chooses to structure cost by functiopgwer the assets or increase liabilities. In doing so, the
compulsorily it is required to disclose the breakdown of costgduction in the economic benefits must be reliably
by nature, because this information is used to predict futug@asurable.
cash flows. If the information derived from the income statement is used
The Standard notes that in some jurisdictions the cagf evaluate the return on invested capital. To make
structure by nature the substantive consensus betwegparisons with similar companies possible, various inputs
operating income and the corresponding costs is achievedl financial analysis must demonstrate methodical
through the appropriate adjustments (corrections), whig@ympatibility and cost has to relate to specific revenue items.
applies to the Czech Republic as well. The Standard also stgA@S mentioned in the preceding text, it is a principle of
that the classification of costs by function provides morgypstantive and temporal comparability of costs and revenues.
information than the classification by nature, but the costhis principle must be respected, even if the economic benefits
allocation may be more subjective. will rise up during the next few financial years. Costs are
Income statement with classification of operating expensgsported in the accounting periods in which consumption takes
by nature structure (method of cost nature): place or the utilization of economic benefits. The expenditure

Revenues incurred during the accounting period is also recognized as
+ Other operating incomes being a cost but is not connected with the creation of the
+- Changes in inventories of finished products andurrent or future economic benefits.

unfinished production
+ Works made by company (enterprise) and capitalized
Raw material and material consumption
Staff expenses
Depreciation expenses
Other operating expenses
Operating profit
Financial expenses
Income of associated companies/enterprises
Profit before tax
Income tax
Profit after tax
Minority interest
Net profit/loss of ordinary activities
Net profit for accounting period

In the Czech Republic the requirements of external users of
financial information are being satisfied by the disclosure of
individual items in the statement of income (loss) per Czech
legislation. Accounting methodology applicable in the Czech
Republic by Decree No. 500/2002 allows placing items of
expense in the profit and loss statement according to nature of
cost classification and according to function of the costs. If the
company uses the breakdown of costs by function, it is
compulsory to include the breakdown of cost by nature in the
area of business operations in the notes to the financial
statements. It should be noted that this option of costs
reporting is voluntary and therefore not often used by Czech
companies. The informative capability of financial reporting is
limited to just locally applicable mandatory rules and tax
regulations.

. S . A. Division of Costs (Expenses)
Income statement with classification of operating eXpenSTrﬁerpretation of Operating Profit
e

by function structure (method of cost function, method of sa . )
Detection of profit based on breakdown of costs by nature

Ccosts):
) was in the past year in the continental accounting statements

by Nature and
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the only legislatively authorized version of the income The information power of the top profit in the income of by
statement. So far, of course, there is continuity in the reportingst breakdown by nature is very limited. Change in inventory
methods since the accounting practice has stabilized and iteans or activation of output only provide a formal cost
can assume that the majority of Czech companies continuectimparability of output produced and sold. These items may
provide reports exclusively in a cost breakdown by nature. affect the profit by the valuation of earnings generated by

This approach has increasingly been losing its importanoperations.
over time. Companies can now report the total profit through The income statement based on a generic cost breakdown by
by using the cost breakdown by function as well. If this optionature does not provide information for finding the causation
is chosen though, it is necessary to provide according to thie cost and profit as a basic premise for management and
international standard IAS 1 the statements by using the cesgluation of financial performance across the industry, as in
breakdown by nature as well. This requirement is not unususfatements to U.S. GAAP and the basic models of financial
In Anglo-Saxon area, where the income statement hagalysis.
;Lidclttilgrr:atlhlisbperzgtizreeiz a(;i?tebgorisrgl)gn the cost breakdown byB. Divis_ion of Costs (Ex_penses) by Function and

! ) Interpretation of Operating Profit

The issues of valuation of own internal operations are _. ) ) ]
essential in measuring the company's profit and are connecte'Nce January 2003, the option of reporting profits by

with the concept and definition of cost of goods sold and co@ieakir‘g down_ COSt_ _by _function has been Iegis_latively
of a period. authorized as this tradition in the Anglo-Saxon accounting.

In connection with the detection and reporting of profit The accounting system used to quantify the assets generated

based on cost breakdown by function it must be added that'Bgfema"y on the activg gccounts (products, finished prgdgcts,
comparing the sales price and cost of goods sold, it is possiw(érk in_progress), similarly to external asset acquisition

to detect a particular incremental profit from the sale of a go Burchase of goods, materlals,.flxe'd asse';s, etg.). This means
to the overall profit from ordinary activities. This informationthat by double-entry bookkeeping in the financial statements

is not provided in the measurement of profit based on C&QF state of finished goods and work in progress accounts or

breakdown by nature other account on the asset side of the balance sheet is

It is further not possible to quantify cost of a period in afficreasing since thesg _a_lssets are acquired with th_e_ use of
income statement by using the cost breakdown by nature. internal services (acquisition of fixed assets, the acquisition of

The total amount of expenses in the income statement whHrchased stocks), while in the financial accounting the active
cost breakdown by nature reflects costs that are incurred3RCOUNts show reduction of stocks of materials, reduction of
connection with the transformation process of the period, tﬁfé”ds’ possibly Increasing commltments to suppliers gnd
means ensuring that activities associated with the creation'E'cS’f‘ploye‘:"S (the consu_mptl_on of Services, payro_ll accounting,
output (however, this output does not have to be necessaﬁrypumhase_ of _sub-dellverles and material supplied by the so-
sold), sales performance (often created in other periodg)"flled »Justin 'r:lme )- iiized h ) ¢
administration and management expenses of the company as gesource_,-s that were utilized on the creation of own OUtPUtS
whole. (the material consumed, labour costs, purchased services,

The breakdown of costs by nature in the income statemdlfipreciation, etc.) are first shown directly in the balance sheet

answers the question, what economic resources in the sdmétOCk of wor.k in progress, finished goods, semi-finished
period in the entity incurred costs but not which costs aR_:roducts. Creation of these outputs changes the balance sheet

associated with the goods sold in the same period structure similar to the acquisition of external assets (goods,

In the classification of costs by nature the matching of Coé{%ater_lals).
and revenues as a necessary condition for real timeUnllke to the breakdown of the costs by nature, after

measurement of the top profit is achieved by regulating tﬁ\é:hlevmg a sale the reduction of stock-house performance is

amount of assets items changes created by their own activiltilég first time .when costs incurred for a specific output
(internal output) (product, services) are reported on the cost accounts,

Assets created internally occur in two forms: particularly as the costs of sold output. In contrast, the costs of

- self produced inventory: inventory of unfinished anddministration and management, distribution and sale are
finished outputs, i.e. products, semi-on SerViceéjisplayed in the costs as incurred, are thus not capitalized, and

incomplete inventories including costs incurred in théherefore are not part of the value of the internally generated

performance of those services which have not yet be8HtPUL. _
completed and handed over to the customer; As we can observe the structure of income statement based

- Activated outputs: services provided by the company%n COSt, classification by function prgwdes much- more
own staff in the acquisiion of tangible asseténformatlon about the generated profit than the income
(equipment installation, etc.), implementation oftatement based on the breakdown of the costs by nature and is
services related to the acquisition of stocks of materiaﬁgeref,ore relevanft fpr use in financial analysis.
and goods (transportation, etc.). At first glance it is apparent from the explanatory power of

’ the profit measure respecting the cost by function breakdown
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is significantly higher comparing to the other approach blyudget of overhead costs, this is separately monitors and
nature of costs. Users are informed of the benefits from saleanages the minimum fixed and variable component of
of goods (works or services), the amount of salesyerhead costs.
administrative costs (very often with a further resolution at the By unlisted business enterprises the content of the budgetary
expense of research and development). income statement in managerial accounting is not structurally
On the other hand, in case of imprecise costs classificatimentical to the income statement in financial accounting. The
by their function, the measurement of the profit may to sonoest structure of the budget income statement of retrograde
extent hide the true cost structure of manufacturing, selling atygpe breaks the costs down by variable and fixed by using

administrative expenses. phased breakdown of fixed costs.
This detailed structure of the stratification of fixed costs in
lll. EBIT: INTERNAL USERS PERSPECTIVE the budget income statement responds to the needs of

Two basic approaches used in financial accounting fBa@nagement and quantification of profit in complex structured
measuring and reporting income are based on classifying cdz@§panies. Information on the margin performance is still very
by nature and by function. Both of these approaches f®portant for assessing the performance of a product but the
quantify the income are not sufficient and satisfying the neetiformation on the coverage of fixed costs in a single line is
of its management. Opportunity to influence profit by théhsufficient. Fixed costs should be, following the hierarchical
valuation of generated outputs and by viewing allocation tf¥eakdown of activities and services (centres), further
cost of a period is available in both approaches. distinguished to the performance of fixed costs, fixed costs of

In relation to the management of the company's profit it {§€ group's performance, fixed cost service, which provides the
necessary to have information not only about what costs wéHgtPut and fixed costs of corporate governance.
incurred (cost structure by nature), whether such costs weré3udget income statement of main entrepreneurial activity
incurred to secure manufacturing, sale or management (cosRevenues of sold outputs (finished products and services)
structure by function), but also information about how the - variable costs of sold outputs

costs varies with the changing amount and structure of oufput, in it: unit material
what is the relationship between costs and revenues, that is, unit wages
what part of the cost represents the fixed and variable costs. other unit costs

Managerial accounting as an integral part of the information variable overhead costs
system not only allows each company to get the budgets] buMargin | (margin after covering of variable costs)
also to detect and report the profit in its real size. - fixed output costs

Budget continues to build on the substantive terms of the  init: costs depreciation of output development
development of business process management, specifically depreciation of special instruments
manifested in a change of consumption of economic resources other fixed costs

(costs) and their assessments (revenues) as well as changesMargin I (output margin)
the way of financing activities. - fixed outputs costs

Master budget constitutes the major enterprise budget which ~ in it: depreciation of long-term property
sets the expected future criterion (total profit), changes in ¢ash other fixed costs
flows and financial position. The main budget is the Budget Margin 11
Income Statement, the budgeted cash flow and the budgeted fixed centre costs
balance sheet. The main budget is also the final result ofMargin IV
incremental budgets linked to organizational (departmental)- fixed company costs
and economic (liability) structures at all levels of management BUDGET profit of main entrepreneurial activity before
control, interests and taxes

The most important part of the budget is the budgeted Budgeted income statement for the main business activities
profit/loss from operating activities linked to the budgewith stepped fixed costs is recognized for outputs, or group of
revenues derived from the budget (plan) of sales, and sonustomers or group for sales segments, distribution channels
cost estimates. The first budget deals to estimate unit costsaofl the liability centres.
production planned, which uses mainly information on the costin the budgeted income statement revenues are
intensity of the production, such as the information subsystgpogressively reduced by the variable costs of sales
of product planning. The second is the budget cost estimategpefformance (i.e. the unit cost for example, unit material,
direct costs particular type of products under the budgets lebour, other unit costs, or the variable account), the
some strategically-oriented and service activities, such performance of fixed costs (i.e. depreciation costs for the
subsystem of research and development or own produgvelopment of performance, amortization of special tools,
development, but also the information about external relationgher fixed costs), the fixed costs of group performance (i.e.,
tied to a specific type of output, such as licensing agreemeths depreciation of intangible and tangible assets, other fixed
to manufacture certain products. As regards the third of tlests), fixed costs and fixed costs of service of company as a
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whole to the level of profit arising from the sale. activities after taxation NOPAT (Net Operating Profit after
Between the particular levels appears gradually layerddxes). EBIT (Earning before Interests and Taxes) sets us
margin, which is used to cover the appropriate proportion apart from the modification of the criteria EBITDA (Earnings
fixed costs and to generate the planned profit from sales.  before Interests, Taxes, Depreciation and Amortization),
It should be borne in mind that regardless of the methathich is the profit from operating activities before tax and
used by the breakdown of the costs to prepare the first saebt service and depreciation of tangible and intangible assets.
budgets, first costs and revenues are outlined and then théssuming that for the period it was decided on how to
budgeted income statement. Internal short-term budgdiisance the company, we can adjust the criteria of return on
centres do not relate directly to the budget income statemesquity ROE (Return on Equity) = EBIT / equity ratio to
but to the partial cost and revenue budgets. determine the viability of the assets of the main economic
Unique other parts of the budgeted income statement [2&dtivity ROA (Return on Assets) = EBIT / assets main
generate cost and revenue budgets based on projected salémisihess activities. In quantifying ROA a multiplicative
fixed assets and financial investments, budgets, costs aethtionship between the indicator (EBIT / revenues from the
revenues resulting from sales of other assets considered, whesle of outputs) and indicators (revenues from the sale of
possession is not necessary for the conduct of the principaitputs / assets of the main economic activity) applies or
economic activity, this includes the budget cost and expensere$pectively, the multiplicative relationship between the
interest or other costs and revenues associated with investmadicator (EBIT / amounts of operating costs) and indicators
and financing corporate activities. (costs of principal employment / assets of the main economic
When budgeting profit the income statement fully accepgstivity) applies.
the breakdown of the costs by function in relation to other The ratio of EBIT to costs from major economic activity,
aspects of the classification of costs, often referred to the cespplemented by the criteria of speed of turnover of assets
of the volume dependence on the output or provided by tfl@bilities) and turnover time creates a suitable starting point
performance, possibly by the liability of bearing the costs.  for further disaggregation of the effectiveness criteria in the
Total profit, whether positive (profit) or negative (loss) idinancial management of the company. It is possible to
considered for a synthetic criterion budget in the budgdelegate the responsibility of expenses of centres, but also for
income statement. the amount of the assets, which are influenced by operations of
The actual amount of profit results in managerial accountirggspecific centre (supply of materials, finished products, semi-
[22] from budgeted profits from the sale of the correctefinished and unfinished products) to the lowest hierarchical
positive and negative results of operations (savings tmvel of management.
exceeded pre-established cost) centres of the companBy modifying the criteria of profitability of assets
structure. representing the ROCE (Return on Capital employed)
The resulting difference between budgeted and actual pradiiterion, involving a total capital employed reduced by
shall be subject to strict quality management and analysisitderest-bearing loan liabilities, in terms of assets based on the
capture all the influences on the amount of difference in ordprincipal business activities (EBIT / (assets operating activities
to further enhance the quality of the management of thénterest-bearing loan capital ).
company. In determining the criteria of ROS (Return on Sales), the
financial analyst compares the ratio of EBIT / total revenues
IV. EBIT AND FINANCIAL ANALYSIS from sales. The ratio of EBIT and income categories of

Operating results resulting from the managerial profit anf@venues (revenues) from sales is necessary to realize the risks
loss account show how much profit the company obtainéd improper construction of interpretive criteria for the
from its main business (operational) activities, which is therofitability of the sale primarily in terms of the denominator
same figure as in the income statement in financial accountirig. Fesponse to the activations, which is corrected from the
Operating profit in the managerial budgeting is reported @mount of sales of the amount of changes in inventory
managerial accounting in amount which is equal to the amoui@duction.
of profit in the profit and loss account in the financial From the foregoing it is apparent that the category of EBIT
accounting. is suited for financial analysis primarily in the moment when

EBIT is an appropriate indicator for the measurement dpe profit and loss is analyzed in an income statement with cost
profit from operational activities. This category of profitStructure by function where costs are further strictly
measures the profit on the sale performance assessmengligfinguished from the financial performance and investment
costs to customers, which is not affected by tax liabilitiegctivities. As shown, this is not the usual approach in the
financial and investment activities. The so-called intern&Z€ch financial statements.
reproductive (employed) capacity of the company is measuredBasis for effective financial analysis is the interconnection
It is useful to separate the management of EBIT, i.e. the prdfk SPecific balance sheet, income statement and cash flow,
from ordinary activities before tax and interest payments Gficient compilation and interpretation of the criteria and their
foreign capital form the net income from main businesappropriate use in terms of management of Czech companies.
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V. CONCLUSION

It can be concluded that the attempt to ,fit“ the Anglo-
Saxon market- and performance oriented parameters and
analysis on the Czech statements of financial accounting by
private Czech companies for the measurement of corporate
performance should be treated with care since the Czech
statement were never constructed for performance
measurement. As shown, goals and information needs [29] of
different user groups vary. Internal users of financial analysis
require different input parameters with a different composition
than external users of financial analysis. Information needs of
the tax authorities are incompatible with the needs of both
external and internal users as well. Consequently, the resulting
intersection of these mutually incompatible approaches to
methodically ,defected” financial analysis and ultimately to
the interpretation of results that is disproportionate to
originally anticipated purpose. These methodological
shortcomings may in turn translate into business process
management based on improperly conducted analysis where
the comparison of various performance criteria are not, and
cannot be comparable.

Companies with international presence, especially if the
parent company comes from the U.S., has three accounting
systems in place, depending on to whom and for what purpose
the outcomes are provided and what is the intended use. If we
ignore this fact and use the system for reporting purpose other
than it was intended to serve (Czech standard ,tax“ accounts),
one cannot avoid the fact that not only the assumptions are
incorrect (because the inputs are not methodologically
comparable), but there are errors in the results that cannot be a
solid foundation for business management and decision
making [11].

A typical example, which was elaborated in detail in our
text, is the category of profit called EBIT. It was shown that
EBIT as understood in the international environment is
impossible to be derived from a usual Czech income statement.
The ,Czech EBIT" is therefore not usable in a variety of
Anglo-Saxon financial-analysis and valuation models [17].
What is the list of errors and inaccuracies, which are we doing
when we derive ,Czech EBIT" by adding income taxes and
interest paid back to the Czech profit of the period? Following
arguments are based on the issues analyzed in the article and
cannot, unfortunately, be considered a full list:

e it is not always possible to identify so-called non-
operational transactions, the performance often
reflects random factors in measurements of actual
performance which may largely distort the
explanatory power of profitable indicators, if these
are credited with gains generated on the main
operating activities of the company, since the
operating and non-operating profits usually relate
to different risk involvement to be achieved.

« in an income statement where costs are reported by
nature, unlike to the version where costs are
reported by function, it is impossible to distinguish
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the cost related to the output and the cost related to
the accounting period.

» the explanatory power of operating results by

product mix performance is limited, when costs are
reported by nature since the changes in inventories
of own production (semi finished and finished
products) provide just a formal comparability of
costs of outputs with revenues from sales, rather
this is a specific technique ensuring compliance
costs and revenues,

» the cost structure with breakdown of costs by nature

is not comparable to those that show EBIT in the
division of costs by function, and therefore any
comparison is methodologically flawed, it is not
possible to achieve quantitative comparability of
indicators, since ,right EBIT" derived from net
sales (after deducting the amounts of claims, cash
discounts, warranty repairs, etc.) and further
deducting the corresponding cost structure by
function to the ,Czech EBIT" derived from an
income statement where the total output is
measured, regardless of whether the company
succeeded in the market in the form of realized net
sales, and corresponding cost structure by nature
which was incurred in one accounting period ,
the use of American models to test the financial
health (especially bankruptcy models), using input
data derived from traditional Czech financial
statements, again, leads to ,mixing“ investor-
oriented strict market perspective on the financial
performance and financial health with a view
primarily oriented to the needs of tax regulation
and local accounting rules, the result is again the
impossibility of taking the coefficients in the
models for the financial health of the financial
analysis in the Czech Republic,

* the situation is analogous by models for valuation of

businesses in the Czech Republic, mainly based on
comparable companies whose market capitalization
is known, here certain financial parameters are
being compared (the value of the entity or the
equity level is derived by multiplying the
categories of income), and again because of the
incomparable purpose of the category of profit, and
its different derivation, ceteris paribus, the different
levels in quantitative measures come into effect,
the problems of the various markets in which these
companies are being valued will not be further
elaborated,

« from the foregoing we can conclude that, ceteris

paribus, one cannot use the ,Czech EBIT" for the
derivation of operating free cash flow as an input
parameter in the discounted cash flow models
(DCF).
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