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ABSTRACT

In 2009, 117 countries all over the world allowed to prepare financial statements according to
International Financial Reporting Standards (IFRS) including the Czech Republic. Between Czech
General Accepted Accounting Principles (CZ GAAP) and IFRS are some differences involving
reporting of noncurrent fixed assets, leasing, construction contracts etc. Using different accounting
procedure we can get different value of assets and assets are one component that is used to
calculate the financial performance indicators. Those indicators are then used by investors to
assess the financial performance of companies and the application of IFRS instead of CZ GAAP
can lead to distinct presentation of enterprise performance. In this paper we examine the influence
of construction contract reporting using IFRS and CZ GAAP on financial indicators. IFRS leads to
more stable development during the period when the project is in progress. In the last year when
the project is finished the figures of both ratios (ROA and Z-score) are getting worse which is due
to the lower percentage of the construction that is built in this year.
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INTRODUCTION

International Accounting Standards Board (IASB) was established in 1972 in order to unify the
accounting practices all around the world. The widest adoption started in 2002 when European
Union (EU) directed the use of International Financial Reporting Standards (IFRS) for all
companies that are listed on any of the European stock exchanges since 2005. Since 2000
International Financial Reporting Standards (IFRS) are allowed to be implemented into the national
accounting legislations for all countries.

When the Czech Republic entered into the EU, one of the conditions was to implement the usage of
IFRS for all consolidated financial statements and individual financial statements of listed
companies while for tax purposes it is mandatory for all entities to report individual financial
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statements according to CZ GAAP. For the Czech enterprises this obligation means double
reporting according to both CZ GAAP and IFRS.

In our research we want to show the influence of construction contracts on individual financial
statements according to CZ GAAP and IFRS and the influence on financial indicators.

1 REVIEW OF LITERATURE
1.1 Differences between accounting systems

Each country has its own specifics and national regulation that expressively influence the amount
and quality of disclosures. Some of the reasons are reporting traditions and discrepancies in national
law requirements. (Barbu, Dumontier, & Feleaga, 2014) Although the process of harmonization has
begun in order to compare the financial statements across the countries, some countries prefer IFRS
adoption more than the others. One of the reasons is economic network theory and based on this
theory, the network effect is needed for IFRS adoption. This effect strength when the business
partners come from the countries that use IFRS. (Ramanna & Sletten, 2009) One of the most
discussed advantages of the adoption are information costs. Those costs relate to knowledge of
accounting standards by accountants, auditors, investors, financial analysts etc. (Marquez-Ramos,
2011) It also makes the work of financial analysts easier and the predictions of the development in
such countries are more precise than in case of different accounting systems. (Bae, Tan, & Welker,
2008)

When EU directed the use of IFRS for all entities listed on the European stock exchange and for
consolidation purposes, the European countries had to implement IFRS into their national
accounting legislation. This means a lot of amendments to accounting law e.g. in case of the Czech
Republic from 1 May 2004 when the Czech Republic entered into EU, 22 amendments were issued.
(Act No. 563/1991 Coll., on accounting, as amended)

The Czech Republic is affected by tax requirements demanded by Tax Authority (Strouhal & Deari,
2011) while IFRS is primarily dedicated to shareholders decision-making. (Sucher & Jindfichovska,
2004) Due to this, the Czech enterprises that want to prepare financial statements under IFRS have
to issue disclosure under both IFRS and CZ GAAP. Between CZ GAAP and IFRS are some
differences such as substance over form principle that are used in IFRS while in CZ GAAP the form
over substance principle is used, valuation of fixed assets, revenues recognition etc. In this research
we compare differences between construction contracts under CZ GAAP and IAS 11 Construction
Contracts.

According to 1AS 11 the construction contract is defined as a contract specifically negotiated for the
construction of an asset or a group of interrelated assets and shall be applied in accounting in the
financial statements of contractors.

1.2 Financial reporting, performance and indicators

Financial reporting is an essential source for presenting the financial performance through financial
statements. Financial statements should be audited in order to present true and fair view of the
financial position so investors could use this information for investment decision-making and not be
misled. Measurement of company’s performance is important for variety of management decisions.
Financial performance is not used only by shareholders but also by other stakeholders such as
employees, suppliers, customers or banks for risk assessment and setting of an appropriate interest
risk rate. (Pratt, 2010)
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Various financial indicators can measure financial performance. Pavlakova Docekalova,
Kocmanova, & Kolenak (2015) identified the financial indicators that reflected the company’s
sustainability according to top management. From 25 indicators the most important are Return on
Assets (ROA) and cash flow. Jennings (2003) explains that Earnings before Interest and Taxes
(EBIT) was composed because Earnings after Taxes (EAT) presented in financial statements did
not reflect financial performance. EBIT is not influenced by taxes, financial or investment activities
and therefore it is the appropriate indicator for operating operations assessment.

Focusing on long-term performance it is needed to connect the financial indicators with other
company’s components such as social responsibility or attitude to environment. Interconnecting all
of the inputs (e.g. legal requirements, social comparison with competitors, technology investments,
% woman in top management) the long-term financial performance is mainly reflected by
Economic Value Added (EVA) and Return on Capital Employed (ROCE). (Epstein & Roy, 2001)
Studying 401 financial representatives (financial directors, shareholders, accountants etc.) it has
been found that the most important indicator for external users is Earnings per Share (EPS) even
more than cash flow. (Graham, Harvey, & Rajgopal, 2005)

There were researched differences between IFRS and US GAAP and their influence on financial
indicators. The variation was found in Return on Equity (ROE), inventories turnover and interest
coverage ratio. On the other hand no differences were found in liquidity quick ratio. (Seay, 2014)
Assessing the financial situation using bankruptcy model Z-score, 20% of studied enterprises
disclosed worse total result using IFRS than using CZ GAAP. 80% of the entities did not note the
change in total result but there were negative movements between 2% and 35% within the same
zone. The most significant differences between partial indicators were noted in total assets.
(Kubickova, 2011)

In our research we want to show the influence of construction contracts on individual financial
statements according to CZ GAAP and IFRS and the influence on financial indicators.

2 METHODOLOGY
2.1 Accounting for construction contracts

In CZ GAAP, the contracted amount is booked as receivable in balance sheet (BS) as asset and total
expected income is recognized in deferred income in BS as liability. Deferred income is decreased
by the invoiced amount that is accounted as income from work in progress (WIP) in profit and loss
account (P/L) and obtained cash lowers receivables. When the company pays for the construction in
progress the paid amount is booked as WIP that is valued in costs in BS as asset. Expenses related
to WIP that are invoiced to the customer are booked in P/L and lower WIP. (Act No. 563/1991
Coll., on accounting, as amended)

Table1 CZ GAAP booking

SITUATION DEBIT CREDIT
Contract signed Receivables Deferred income
Paid costs for construction by the construction WIP Cash
company
Expenses that are part of invoice to customer Expenses related to WIP WIP
Invoiced amount to customer Deferred income Income from WIP
Paid invoice by customer Cash Receivables
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According to IAS 11 there are two ways of revenues and expenses recognition: the stage of
completion method (SoC) that is used when the company can estimate the costs or zero-profit
method in case that the company cannot estimate the costs. IFRS requests to book the construction
contracts as work in progress that is the same as in CZ GAAP. In this paper we book work in
progress according to SoC method because the company is able to set the expected costs reliably.
The percentage of completion is calculated as share of actual costs divided by the expected costs for
the whole construction (cost to cost method). Using the same percentage the income from work in
progress is booked in P/L and the double entry for this transaction is booked in the amount of actual
costs as expenses for work in progress and the rest of the amount increases the work in progress
account. The receivables are accounted in the same amount as the issued invoice. The issued
invoice amount is booked on separate account. (IAS 11 Construction contracts)

Table 2 IFRS booking

SITUATION DEBIT CREDIT
Paid costs for construction by the construction WIP Cash
company

Invoiced amount to customer Receivables Amount billed to

customers

Paid invoice by customer Cash Receivables

Revenues recognition WIP Income from WIP
Expenses that are part of invoice to customer Expenses from WIP Income from WIP

In Table 1 and Table 2, the double-entry booking for each accounting system is described. This
practice is also used in our calculations that are included in the Appendices at the end of this paper.

2.1.1 Financial indicators

Based on the literature review above we identified the indicators that influence the shareholder’s
decision-making process. During our research we focus on two selected indicators and show how
the diverse accounting system changes the values of them. From the ratios we chose ROA and Z-
score calculated by course of Altman model. The equations are according to (Kislingerova, 2010) as
follows.

ROA= EBIT

" Assets

1)

wce +0'847*$+3'107*EBAJ+0-42* Share capital_l_().998>k Revenues @)

Z-score=0.717* ——
Liabilities A

Assets

When Z-score is higher than 2.9 the company belongs to the prosperity area, when the result is
between 1.2 and 2.9 the company belongs to grey area and when the resulting value is below 1.2 the
company is endangered by the potential bankruptcy.

2.2 lllustrative example

In order to show the influence of construction contracts on individual financial statements after CZ
GAAP and IFRS we suppose that the only influenced items are those related to construction
contracts and the rest of the financial statements notices no change in figures. For our research we
use illustrative example.

The construction company presents the following items in the financial statements:
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Table 3 Illustrative example: Financial statements

AMOUNT AMOUNT
ASSETS IN MEUR EQUITY AND LIABILITIES IN MEUR
Non-current fixed 62 Share capital 120
assets
Receivables 34 Short-term payables 93
Cash 117

The company concludes the contract for 170 million of EUR (MEUR) that is expected to be
finished during following 4 years. The entity expects expenses amounting to MEUR 154.
According to the contracts the customer pays for the issued invoices each month in arrears for the
first two years and the rest of the payments is paid after completion.

In Year 1 we assume that the costs incurred amount MEUR 42 and there is no change in total
expected costs. The company issued invoices amounting to MEUR 38.5 and the customer paid
MEUR 35 until the period ends.

In Year 2 the costs incurred during the period are MEUR 49, which is higher than the expectation
by MEUR 3. Issued invoices equal to MEUR 42.2 out of which MEUR 38.3 is paid before the end
of the year so as the rest of invoices from the previous period.

In Year 3 the costs incurred are MEUR 43, which is below the original expectation. There are no
issued invoices but the company obtain MEUR 5, the rest of the invoiced amount.

In Year 4 the costs incurred in the period reach to MEUR 27, which is higher than MEUR 21 that
represents the expected costs. The entity issues the rest of the invoices and the whole amount is paid
by the customer.

The aim of our research is to show what differences in financial statements are caused by
construction contracts under IFRS instead of under CZ GAAP and how it influences the selected
financial indicators.

3 RESULTS AND DISCUSSION

Under IFRS we calculate the revenues and costs pursuant the stage of completion instead of
invoiced amount during the period which causes higher revenues owing to the fact that the invoices
are issued once a month in arrears and therefore the revenues in CZ GAAP are booked in later
periods. (Appendix 1) During Year 1, the costs incurred are booked in the same period which
causes the negative profit according to CZ GAAP while IFRS profit is positive. The same situation
is in Year 2. In Year 3, there is zero profit under CZ GAAP because there are no issued invoices.
Therefore, there are no revenues so as no costs related to those invoices. After IFRS negative profit
in Year 4 is caused by the revenues that are lower than in prior years. This is due to the stage of
completion because until Year 3 86.45% of the construction was finished while it was built only
13.55% in Year 4.

Using CZ GAAP the total project price is booked as receivable which is then decreased by the
repayment of invoiced amount. This causes very high receivables which have declining trend for
the whole period except of Year 3. There are paid only invoices from previous periods. Work in
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progress exists in Year 3 because there are no issued invoices and no expenses related to WIP. In
year 4, there is depression in receivables as the rest of them is paid.

Balance sheet pursuant IFRS shows more stable development with no significant year-to-year
movement. This was caused by more even distribution of receivables that are represented by
actually issued invoices and not by the contracted price. Comparing IFRS and CZ GAAP BS it can
be seen that the total assets are getting closer. In the last year, assets are the same for both
accounting systems and they only differ in profit and retained earnings. While IFRS shows negative
profit in Year 4 and retained earnings, CZ GAAP presents positive and large profit but shows
accumulated loss.

Figure 1 ROA

ROA
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Return on assets should increase during the period in order to indicate the improving financial
performance. As can be seen from Figure 1 IFRS shows stable values during Year 1, Year 2 and
Year 3 while in Year 4 there is a significant fall and ROA is negative. This is connected with loss
caused by low percentage of construction built in this year. On the contrary, CZ GAAP presents
negative performance during the time when the project is in progress. In Year 4, there is a
significant increase, which is represented by large profit with the same value of assets as in the case
of IFRS.
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Figure 2 Z-score

Z-score
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Z-score calculated according to CZ GAAP has in the first three years lower values than under IFRS.
In Year 3, the company after CZ GAAP shows value 1.1 which is the area of potential bankruptcy.
On the other hand, in Year 4 the value grows to 1.8 which represents grey zone and comparing with
Year 3 the entity shows improving development. Pursuant IFRS there is a small increase between
Year 1 and Year 3 when the figures are slightly above the line of potential bankruptcy. In Year 4,
the development is opposite than in case of CZ GAAP when the numbers drop below this line and
the company indicates potential bankruptcy risk.

There are two parts of Z-score that the most influence the values: WC/A and Rev/A. Rev/A has
higher wage in the equation and the greater differences are noticeable. This is caused by the fact
that IFRS shows more stable revenues during the period. In Year 4, the income declines. CZ GAAP
on the contrary recognizes revenues with invoice issuing. In Year 4, the invoice for MCZK 89 is
issued and therefore large revenues are recognized. Second factor are more stable assets according
to IFRS while CZ GAAP presents greater asset balance. In Year 4, CZ GAAP shows the smallest
assets with the highest revenues from all four years.

Assessing the company’s performance using Z-score model, there is diverse interpretation of the
results. After CZ GAAP we see that during the first three years the enterprise indicates problems
with prosperity and there is a risk of potential bankruptcy. But when we check the figures in Year 4
we can state that the entity probably does some positive steps because Z-score raises significantly.
According to IFRS the values show worse results because during the first four years the numbers
are slightly above the bankruptcy line and in Year 4 the value drops down.

We have to emphasize that presenting worsening development by Z-score model can lead to the

opinion that the company will actually have problems in the future and the shareholders could start
to sell their shares in order to minimize the loss, which can end in the bankruptcy of the company.
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CONCLUSION

The different interpretation of financial indicators can lead to diverse investment decisions. It is
necessary to emphasize that the financial indicators are based on the accounting data and therefore
it is important to realize what exactly the differences in the accounting systems are.

In our research we assessed the influence of construction contracts under IFRS and CZ GAAP to
the values of two performance indicators (ROA and Z-score model). Overall we can state that IFRS
lead to more stable development during the period when the project is in progress. In the last year
when the project is finished the figures of both ratios are getting worse which is due to the lower
percentage of the construction that is built in this year. On the other hand, CZ GAAP presents
fluctuation in the values with negative development but after the project completion both indicators
show improved values than in case of IFRS. This is mostly owing to the assets that have increasing
trend during the whole period and extremely large profit caused by the fact that invoices are issued
in very significant amount. We also identified that booking construction contracts using different
accounting system has very high influence on profit distribution between profit for current period
and retained earnings. While IFRS shows raising retained earnings and loss for current period, CZ
GAAP presents accumulated loss and high profit for current period.

Our finding of Z-score calculation showed the opposite result than (Kubi¢kova, 2011) during the
period when the construction is in progress. On the other hand, we got the same results in the last
year of construction when the development was worse after IFRS and the entity was transferred
from grey area to the area of potential bankruptcy.

The limitation of the research is that we studied influence of only one project and assumed that
there are no other differences between CZ GAAP and IFRS. For future research we are going to
focus on the other items in the financial statements that can be variously interpreted using diverse
accounting system. The partial researches should lead to assessing the overall influence of
presenting the financial indicators under IFRS instead of CZ GAAP.
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ATTACHEMENT 2
Balance sheet - CZ GAAP
YEAR | YEAR | YEAR | YEAR YEAR | YEAR | YEAR | YEAR
ASSETS 1 2 3 4 CAPITAL 1 2 3 4
Long-term Share
assets 62.0 62.0 62.0 62.0 capital 120.0 | 120.0 | 120.0 | 120.0
WIP 0.0 0.0 43.0 0.0 Profit -3.5 -6.8 0.0 19.3
Retained
Receivables | 169.0 | 130.7 | 125.7 34.0 earnings 0.0 -3.5 -10.3 | -10.3
Short-term
Cash 110.0 99.3 61.3 126.0 | payables | 93.0 93.0 93.0 93.0
Deferred
income 131.5 89.3 89.3 0.0
Total
Total assets | 341.0 | 292.0 | 292.0 | 222.0 capital 341.0 | 2920 | 292.0 | 222.0
ATTACHEMENT 3
Stage of completion
YEAR1 | YEAR?2 | YEAR3 | YEARA4
Stage of completion 27.27% | 57.96% | 86.45% | 100.00%
Increase in stage of completion - 30.69% | 28.49% 13.55%
ATTACHEMENT 4
Balance sheet — IFRS
YEAR | YEAR | YEAR | YEAR YEAR | YEAR | YEAR | YEAR
ASSETS 1 2 3 4 CAPITAL 1 2 3 4
Long-term Share
assets 62.0 62.0 62.0 62.0 capital 120.0 | 120.0 | 120.0 | 120.0
Due from
customers 7.9 17.9 66.3 0.0 Profit 4.4 3.2 54 -4.0
Retained
Receivables | 37.5 41.3 36.3 34.0 earnings 0.0 4.4 7.5 13.0
Short-term
Cash 110.0 99.3 61.3 126.0 | payables | 93.0 93.0 93.0 93.0
Total
Total assets | 217.4 | 220.5 | 226.0 | 222.0 capital 217.4 | 2205 | 226.0 | 222.0
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ATTACHEMENT 5
ROA calculation
YEAR1 | YEAR2 | YEAR3 | YEAR4
EBIT | CZGAAP -3.50 -6.83 0.00 19.33
IFRS 4.36 3.17 5.43 -3.97
Assets | CZ GAAP 341 292 292 222
IFRS 217 221 226 222
ATTACHEMENT 6
Z-score calculation
YEAR1 | YEAR2 | YEAR3 | YEAR4
Working Capital (current assets) | CZ GAAP 279 230 230 160
IFRS 155 159 164 160
Liabilities CZ GAAP 93 93 93 93
IFRS 93 93 93 93
Revenues CZ GAAP 39 42 0 89
IFRS 46 52 48 23
WC/Assets CZ GAAP 0.82 0.79 0.79 0.72
IFRS 0.71 0.72 0.73 0.72
EAT/A CZ GAAP -0.01 -0.02 0.00 0.07
IFRS 0.02 0.01 0.02 -0.01
EBIT/A CZ GAAP -0.01 -0.02 0.00 0.09
IFRS 0.02 0.01 0.02 -0.02
SC/L CZ GAAP 1.29 1.29 1.29 1.29
IFRS 1.29 1.29 1.29 1.29
REV/A CZ GAAP 0.11 0.14 0.00 0.40
IFRS 0.21 0.24 0.21 0.10
Z-score CZ GAAP 1.20 1.16 1.11 1.79
IFRS 1.34 1.35 1.37 1.09
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