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Introduction

Ensuring a satisfactory performance level is on¢hef fundamental
prerequisites for the successful development oh eampany. Securing
abundance of high quality information, which refldee level of business
performance and help all involved bodies to una@atn what direction
and why the performance is developed, as well aspissibility of
controlling the way they should develop, requites éxistence of quality
and complex information system and management @osystem. Under
the terms of such a corporate information systeantiqularly in matters
relating to financial performance, an accountindpsystem plays an
important role.

Business performantean be generally defined as the characteristic,
which assesses whether the business process behishieve business
goals. If so, this characteristic should also meashe extent it occurs
and what factors contribute to it.
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Further in the article the issue is narrowed déevmeasuring and reporting financial
performance, which is based on the traditionalrfaia indicators, and which is a
hierarchically subordinated item of a complex bass performance. Only such a
complex performance reflects how the firm leads inompetitive environment and
what its growth prospect is like.
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Measuring the performance of this scale is “thecpss of assessing
the proficiency with which a reporting entity sueds, by the economic
acquisition of resources and their efficient antkaive deployment, in
achievingts objectives”(SeeCIMA, 1982)High-qualityandsophisticated
performance measurement system is one of the fuerdahprerequisites
for the successful business process managementle Whanaging
performance the managers strive to influence then@uic subjects’
development by a rational way — so that they wdaddable to fulfill the
aims they have been founded for. (See Kral, 2007)

Financial performance, which is based on tradifiofinancial
indicators, is a hierarchically subordinated iteht@mplex evaluation of
business performance. It is just one — albeit ingydr— part of the
performance.

Every company chooses tools that enable it to sehike required
performance and the criteria that enable it to mmeaghe level of
performance achieved. In this regard, the accognsgstem of a
company demonstrates its power, because it is aengal and
indispensable source of data for determining theelleof financial
performance criteria across the whole company.

Whatever activity people are engaged in, they aba@ynsider what
has to be sacrificed on one hand and what doescthaty bring them on
the other hand. By mutual comparison of sacrifie@sl benefits the
individual comes to the conclusion on what levelpefformance he or
she has acted.

Such a general view can also be applied to busiaeBsity. The
essence of business process is always the trarstformof inputs to
outputs. Inputs that were incurred in business gs®ccorrespond to
sacrifices that were mentioned above and outputschware gained
thanks to the business process, then corresporbnefits that were
mentioned above. In order to reach the desiredl lefefinancial
performance, it is necessary that the value ofl tt#put exceeds the
value of total input. The main motive of business igeneral appreciation
of inputs by gaining a higher output value. Thimgiple is explained in
Figure 1.
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Fig. 1. Transformation Process
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From the relationship between costs incurred anth@umic benefits
gained some important criteria for the rational elegment of the
business process can be derived. The most impodarhese are
measurements of economy, efficiency and effectisené&conomy is
rationality in the use of economic resources. Tiheia to achieve desired
outcomes at minimum cost. The effectiveness batameeurred costs
against achieved economic benefits. This dispasitysually quantified
by profit. Finally, efficiency is the ratio of effaveness (i.e. profit)
related to the total of economic resources employed

This paper is a partial output of the project, visheleals with the role
of financial and management accounting in perforeamanagement.
Although the performance measurement issue isypileterse and greatly
extensive, this paper focuses primarily on the pewt of external users
of financial accounting, who can measure finangatformance. The
requirements of company's management (i.e. interoakrs of
management accounting) and tax authorities andr otlsers who
formulate their requirements regarding content atadicture of tax
accounting remain out of the interest of the papke paper will be soon
followed by another output, which will focus on dmmis of users of
managerial accounting.

Since this paper focuses exclusively on finance&afgrmance of the
enterprise from the perspective of external usérfsnancial accounting
information, the main methodological approach teigi@ng the paper is
based on detailed analysis of profit or loss actuepared for external
reporting, primarily in the concept of Generally o&pted Accounting
Principles of the United States (US GAAP). In mataces in the text the
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concept of US GAAP is compared to the concept deriational
Accounting Standards / International Financial R#&pg Standards
(IAS / IFRS) (2005) and also to the concept of dlseounting regulation
of the Czech Republic.

The main aims of the paper are to analyze the approf US GAAP
and IAS/IFRS to reporting, measuring and manading financial
performance and to specify the field

= where the inspiration for amendment of Czech actogn
legislationtheCzechaccountingtandards and their interpretations
can be found;

= where the inspiration for solving partial inconsisties between
IAS/IFRS and USGAAP can be found and where
recommendations for continuing of harmonizationcess of both
accounting systems in the field of measuring amubnteng of
financial performance can be given.

Content Definitions

Fulfillment of the stated aims of the paper reciitiee definition of
content of the issues studied.

The terms business performance and financial pednce have been
defined in the introduction to the paper. At thanp | only mention very
briefly that theperformance is generally understood as the ability of an
entity to achieve its objectives, whilmancial performance is just one
of its components, which can be measured and dtdrby financial
criteria.

As mentioned above, the issue of measuring finhpedormance is
inextricably linked to the accounting system ofentity. Accounting is a
scientific discipline, which — although evolvingrfoenturies — has not
been clearly definetiThis is caused by several different reasons.

The first one of these reasons is the fact thatdimeept of accounting
is used in several meanings. It is usually usddliowing meanings:

2 In my opinion, the fact that the term “accountihgs not been exactly defined up to
the present day is not a deficiency. Accountingrimarily a practical discipline; not
the content definition but its methods and procedgare crucial.
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= theoretical scientific discipline that deals with displaying the
economic reality of a company and its surroundirgsording to
clearly defined rules;

= practically performed activity, involving the description of
economic reality; in other words bookkeeping

The second reason (and probably the most imporast in the
context of the paper) is the fact that the concejptaccounting is
perceived in different ways in the environment oftinental Europe and
Anglo-Saxon world. | would like to draw attention the paradoxical
perception of continental and Anglo-Saxon view bg twording of
accounting regulation and recommendationsdntinental Europe, the
accounting is perceived as a relatively clearlyiraef system, based on
specific rules and established practices. Conti@rgo-called continental
perception, inAnglo-Saxon world the accounting is rather perceived as a
communication tool and its form is usually leftttee deliberation of the
participating entities. In its final form the aceaing system should help
the entities to make the decisions as qualifiedassible and to assess all
the relevant facts. The paradox of the whole madténat clearly defined
accounting systems of continental Europe are oftmverned by
legislation on hardly dozens of pages, while fregéfined accounting
systems of the Anglo-Saxon environment are desttrdrethousands of
pages of text.

The third reason for the ambiguity mentioned abdse the
differentiation between accounting system desigf@dexternal users
(i.e. interest groups outside the company) and wdory system for
internal use (i.e. accounting system as a toohfuration support for
the management of company).

® The Czech language does not distinguish betwaeootinting” and “bookkeeping”.
It has only one common term for both meanings.

* The basic difference between both areas is ardift way of development related to
the legal framework, as well as to the social anfucal habits. It is true that in
continental Europe, companies are often tied bydtbgon of accounting legislation,
while in Anglo-Saxon areas more choice is gener&fy. In real world, if the
company wants to survive — and even thrive — itnécessary to adopt these
recommendations as rules. From a certain persjgedtiis possible to say that there is
even more pressure exerted on the true and fair @feaccounting information in the
Anglo-Saxon world. However, it is enforced in diffat ways, particularly by a
developed legal system and a number of precedents.
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If we find conjunctions of all different approachege find that there
is a common effort to design the accounting systevhjch can
legitimately be considered as “the information sgstbased on rigorous
methodological principles and generally acceptadcples, that aim to
provide users with a true and fair view of realiéyd conclusive,
complete, reliable, comparable and understandaiftarmation”. (See
Kovanicova, 1993)

US GAAP as a Source of Inspiration

In simple terms, the US GAAP is the system undeiclwhthe
financial statements are prepared and then sulemitbe individual
investors and other external users. What shoulentyghasized is that the
legislative compliance of the system is not regifirewhile in the
environment of continental Europe — where we livéhe accounting
regulation is given by law.

Now we have pointed out one of the major differerfaetween the
worldwide accepted accounting principles (we caier¢o IAS / IFRS as
well as to US GAAP) and Czech accounting legistatibis the origin of
the documents regulating the accounting issues.leAthe IFRS and
US GAAP are created by professional organizatieviich members are
experts and specialists in accounting, in the Cz&dpublic the
accounting area is governed by the law and theratdlated regulations.
The law is shaped by a political and usually natfpssionally qualified
force. Accounting is a pretty complex and sophaséid matter, which
requires people who have studied it carefully amd& long time. | am
afraid that the politicians hardly count among tbeseople. Although,
Czech Accounting Act (in accordance with US GAAR B&S / IFRS)
requires true and fair view of reality, it is — @nfunately — under strong
pressure from tax laws, which pursue completelyfeiht goals.
Following the US GAAP model would be a benefidepsin the United
States the financial accounting is separated fromtax accounting and
that is way US GAAP — which regulate the finanai@ounting — do not
deal with computing and payment of taxes.

® Despite this theoretical latitude, however, f@mpany wants to survive and prosper
it absolutely needs sources of credit. Thereaftehas to respect these rules and
comply with them. Compliance with these rules isassary, because the company
needs to be able to demonstrate the accuracy @eliyfiof the information presented
and reported and to be able to succeed in a patéetisuit.
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Another consequence of the fact that the Czech uaticm is
governed by legal standards is the occasional niatb legal form over
substantive content. Both US GAAP and IAS / IFRSsider the
economic substance of displayed event as cruciaenBhough this
requirement is formally codified by the Accountidgt of the Czech
Republic, the fact of the matter is different. Maxamples can be found.
One for all, we can mention for example the acdogntfor lease
contracts, the definition of “revenue” and “expénee recognition and
reporting of extraordinary items. All of these isswvill be discussed later
in the paper.

To remain unbiased, it is necessary to mention thleodark side of
US GAAP. They are rather difficult to grasp. Théfidulty lies in its
nature and structure. US GAAP have undergone aomitis development
since the early 1930s, when it began to emerge amsequence of the
stock market crash of 1929 and subsequent econonsis. It was
because of the widespread perception that an absahaniform and
stringent financial reporting requirements had dbaoted to the rampant
stock market speculation that culminated with tb#apse of the stock
market and that destroyed the entire economy obttieed State§.In the
course of time the system has gradually been ugdatd amendetiThe
precedents from previous lawsuits have also broogity changes in the
understanding of the regulation. Such a developiasted to the spread
between standards and to a number of duplicationsconsistencies in
the text of standards. The whole problem is alg¢ensified by the fact
that the authors of US GAAP are many independestitinions® The
IAS / IFRS began to emerge in the 1970s, moreoeey slowly at the
beginning. Only since the late 1980s dozens of @uog standards
based on a common conceptual framework have emengatiout 20
years. Furthermore, the IAS / IFRS have been deeeldy the only one

® Although the history of US GAAP is a very inteieg matter, its detailed description

would be beyond this paper.

An example that demonstrates this process iscardent ARB 43, which deals with
inventories. This bulletin was created in the 198@d has been valid until today.
Naturally, it had to go through a number of modifions and amendments over time,
since when it was issued, it could hardly reflée tonception of the inventories of
these days. Nowadays, some companies have signifigat of their inventories in
the form of intangible products, but even today &RB 43 defines inventory as
tangible personal property.

Another unpleasant consequence is the fact tteetis not a publication, which
would be comprehensive and complete release afoaltepts, standards and other
documents which form the US GAAP. IAS / IFRS doéauch a publication.

7
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institution (IASB, International Accounting StandarBoard) which is
the author of all documents. The result of thisemsive and time-
condensed development is strong linking of starglaith the conceptual
framework, as well as standards with each otheandgirds contain
mutual references and do not contain duplicate iwgrdThe whole
system seems to be more consistent. If there weaatedt a new,
conceptually formed accounting regulations in thee¢h Republic, it
would be an intense and rapid process. Therefbezetis no reason to
fear of the inconsistencies mentioned above.

It would not be correct, if the above-mentionedidifities with the
grasp of US GAAP seemed to be too negative. Leherstion also of one
of their major advantages. The number and the sajpdocuments
comprising US GAAP provide enough space for pubigh rich
illustrative examples and technical discussionshlite arguments both
for the solution adopted and also against it. Gndbntrary, the IAS /
IFRS do not offer many illustrations and the san$# adopted are
justified as briefly as possible. A proper examigléehe approach to the
extraordinary items. I1AS®lexplicitly says that no items may be reported
as extraordinary, but it does not offer a satisfigcexplanation of this
decision. This issue will be discussed later is fraper.

Non-conceptual passing of Czech accounting legisia

Differences in the concept of financial performanoeler US GAAP,
IAS / IFRS and Czech accounting legislation anditi® measuring,
consist in conception of these accounting systéAfs./ IFRS have the
Conceptual Framework, which is the ideological asf accounting
standards. US GAAP consider the Statements of Eiakwccounting
Concepts (SFAC) (FASB, 2010) as their “conceptuamiework”. It
consists of five documents, namely SFAE, 1SFAC 4*, SFAC 5%
SFAC 62 and SFAC ¥. This paper focuses primarily on business
organizations, so the interest is put on concepts and 6. They deal
with:

° Presentation of Financial Statements

Objectives of Financial Reporting by Businessafmtises

Objectives of Financial Reporting by Nonbusin@sganizations

Recognition and Measurement in Financial StatesnefilBusiness Enterprises
Elements of Financial Statements by Businessrfnses

Using Cash Flow Information and Present ValuAdénounting Measurements

=
o
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= objectives of financial reporting;

= qualitative characteristics of accounting inforroafi
= definitions of elements of financial statements;

= recognition and measurement concepts.

The Czech accounting treatment does not know a egpiuoal
framework. Likewise, it does not know anything $aniwhat would do
its job. The absence of a conceptual framework ridgatesents the whole
ideological basis of accounting regulations is vsignificant handicap
for understanding the role of accounting information the entire
economy and for the development of accounting gsystén general.
Conceptual frameworks of IAS / IFRS and US GAAPndo only help to
resolve specific accounting cases, but primarilhetp authors of the set
of standards in creating new documents. Conceptammework has also
important educational role for external users afoanting information.
In this matter a user of Czech accounting statesneraty feel somewhat
neglected. It is possible to say that a high-gualinceptual framework is
an important thing for prevention of creation ohrmnceptual standards.

Now let's look briefly at consequences of lack ofcanceptual
framework. In connection with measuring and repgrtiof financial
performance, one of the most important manifestatmf an absence of a
conceptual framework are unclear and economicatigrirect definitions
of expense and revenue in the Czech accountinglddign. It leads to the
fact that expenses and revenues, which the Czeuaiing legislation
works with, do not correspond to the categoriesxpienses and revenues
that are defined in the world's developed accogrdiystems (IAS / IFRS,
as well as US GAAP). There exist numerous problérasare similar to
this one. If fundamental principles are missingisit— unfortunately —
necessarily reflected in the form of national actowg legislation. In this
area, | can see a considerable scope for imprategverall concept of
Czech accounting regulation.
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Key Elements of Financial Performance

Basic elements of financial statements are defipedharily in
SFAC 6, which replaced the earlier SFAC 3. Infoiioragbout earnings
and all its components are integrated into a coxipléicator of financial
performance, which is called Comprehensive Incom&he
Comprehensive income (item B.1 in Figure 2) shdwestbtal change in
the company's capital during the accounting peribds a result of all
events and transactions affecting the amount oitye@isem B), except
for all changes in equity from direct transfersvetn the company and
its owners (item B.2) — i.e. investments by owriarthe enterprise (item
B.2.a) and distributions by the enterprise to owr(éem B.2.b). We can
briefly say that the comprehensive income corredpdn all changes in
equity for the period, excluding those generateddiygct transactions
between the company itself and the owners of thepemy.

Formerly, IAS / IFRS did not know the term Compnesige Income,
but in fact they demanded its showing by the resqunent of drawing up
the statement of changes in equity. In late 20888 issued revised
IAS 1 (effective in 2009), which introduced as ajonachange the
replacement of profit and loss statement with thatesment of
comprehensive income. The revision brings IAS gdbr into line with
the US standard SFAS 180 This synthetic indicator (comprehensive
income) includes all non-owner changes in equitie Tevision also
requires presenting the information about comprsirenincome and all
its components within a set of basic financialestagnts.

Comprehensive income (i.e. a profit or loss for pleeiod) is defined
in relation to events, which have led to the emecgeand recognition of
one of the following elements during the period:

> Earnings is a measure of what a company actweiyied during an accounting
period. The difference between net income and egsnis that earnings does not
include the cumulative effect of certain accountaajustments of earlier periods that
are recognized in the current period (these chaagesiot a real profit, but rather
consequence of a change in accounting policy og)rurhe terms “profit” and
“earnings” are very close to each other. SFAC meawethe paragraph 33 notes that
the FASB anticipates that net income, profit, wsi| and other equivalent terms will
continue to be used in financial statements as sdanesarnings.

16 Reporting Comprehensive Income
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* revenue-item B.l.ain Figure 2;

= expense-item B.1.c in Figure 2;

= gain-item B.1.b in Figure 2;

» |oss—item B.1.d in Figure 2.

SFAC 6 also separates elements of business pericenahich come
from the entity’s ongoing major or central operatidcore business) from
those which come from peripheral or incidental $&tions.

Fig. 2: All transactions and other events and circumstances

B. All Changes in assets or liabilities accompanied
by changes in equity
2. All changes in equity from
1. Comprehensive incor transfers between busine@fierprise and
A RP\IQHI*

h Gnn* Fxnpn:*d | nsee

Source: inspired by IASBSFAC 6,1985

a. Investments b b. Distributions tc

Elements connected with ordinary business actss/if@going major or
central operations) are defined in paragraphs 7&Ltof SFAC 6. These
are the following:

» revenuesare inflows or other enhancements of assets ety
or settlements of its liabilities (or a combinatioh both) from
delivering or producing goods, rendering services, other
activities that constitute the entity’s ongoing orapr central
operations;

= expensesare outflows or other using up of assets or irenoes of
liabilities (or a combination of both) from deliweg or producing
goods, rendering services, or carrying out othdiviies that
constitute the entity’s ongoing major or centra¢igtions.

Now, | would like to discuss briefly completely @ifent definitions
of “revenue” and “expense” in US GAAP (and all ghbbsets of
accounting standards) and definitions of “revenaled “expense” in the
Czech accounting legislation. In US GAAP the termevénue”
corresponds to the term “sales” in the Czech adoogiiegislation (in
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particular Decree of the government No. 500/199)e concept of
“revenue”, as we know it from the Czech accounfegjslation has no
parallel in the whole wide world. As in the caser®@fenue in the Czech
accounting legislation, the term “expense” is alsfined problematically
there and does not match the category of “expeims&l/S GAAP. These
discrepancies arise mainly from different accowftsariation of stocks
and capitalization of own products. The substantisad time
inconsistencies between recognized revenues froemabpg activities
and expenses from operating activities classifigchéiture are resolved
by the change of revenues when using the variaifastock account in
the Czech Republic. This solution is methodolodjcajuestionablé’
Proper is the opposite solution. The level of rexn recognized is
exogenous and corresponding expenses are adjistédcting this fact
and harmonizing the Czech accounting terminologythwithe
overwhelming part of the world can only be benefisitep.

Paragraphs 82 to 86 of SFAC 6 define the elemeftBnancial
performance, which are connected with peripheral iocidental
transactions. These are the following:

»= gains are increases in equity (net assets) from pergbher
incidental transactions of an entity and from d&lier transactions
and other events and circumstances affecting thiey esxcept
those that result from revenues or investmentswiecs;

» |ossesare decreases in equity (net assets) from pegplar
incidental transactions of an entity and from d&lier transactions
and other events and circumstances affecting thiey esxcept
those that result from expenses or distribution®roers.

US GAAP consider the classification of elementsebdasn their
connection with the ongoing major activities (reves, expenses) or with
secondary activities and peripheral transactiomsements (gains, losses)
as crucial and require their separate recognitiés / IFRS mention
gains and losses, but only within the broader categ of income and
expenses. In IAS / IFRS the terms expenses andn@@re broad enough
to include losses as well as normal categoriesxpeémses and gains as
well as revenues. It differs from the correspondutg GAAP standard,

7 Incorrect definition and understanding of revenie reflected in the financial
analysis. As a result of incorrectly recognizedelsvof revenues and expenses all the
profitability ratios and asset turnover ratios distorted.
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which deems gains and losses to be separate antcdelements to be
accounted for.

The Czech accounting legislation differs from tapproach in much
more significant way. Czech profit and loss accalo#s not know more
than one class of expenses and revenues. Theseléwents are not
broken down depending on their relationship to amgenajor activities
or peripheral transactions. Both of these elemdntsering all the
elements of revenues, expenses, gains and logsesf)@wvn in the Czech
income statement, but they are not paid closentidte Therefore, they
are not reported separately, as in the case ofmaciatement prepared in
conformity with US GAAP.

The US GAAP (and largely the whole world) respdwt principle
that expenses and revenues connected with opegatiivities are always
shown in the income statement itself. The situatibgains and losses is
more interesting and complicated. In fact, gaind lasses can be divided
into two parts. The first one consists of gains Esdes that are shown in
the income statement and the second one consistisosé gains and
losses that have a direct impact on equity. Issoena relationships
between elements of the income statement is quigeesting and from a
European perspective a little complicated.

In paragraphs 82 and 83 of SFAC 6, the relationstigains and
losses to the peripheral activities or incidentahsactions is highlighted.
However, paragraph 86 states that gains and lassede classified as
operating® or non-operating depending on their relationship the
ongoing major activity or peripheral transactioms. first glance, it
appears that the wording of paragraphs 82, 83 &ncofe into mutual
conflict, but in fact they do not. In the environm@f continental Europe,
we are accustomed to exhaustive definitions ofitévas that fall into
different sets, which also have clearly defined asthblished end points.
In the approach of US GAAP accounting standardsaer a guide and
a set of recommendations that help an entity tovsdnad report all events
and transactions in a proper way. A number of tearegelatively loosely

18 US GAAP define the operating activity as the dousiness of the enterprise, i.e. the
activity for which it was founded. Performing ofcduan activity is main mission of a
company. All other secondary and incidental tratisas are then defined as non-
operating.
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defined and the boundaries between them are ofteret’® The final
decision depends on the particular conditions armimstances and is
left to the discretion of an entity. For better argtanding, let me mention
an example of an actual company. When considehagatrite-down of
inventories because of fall in value, it is a logkijch is relatively closely
related to the core business of the company. tlhesefore an operating
loss Operating Loss. However, if some random amd event — for
example an earthquake that destroys all the invieste comes, then the
company account for its consequences through neratipg loss.

The significant difference in the reporting of tabove mentioned
elements of financial statements is the fact tbe¢mues and expenses are
usually displayed separately as gross increasedeciases of equity,
while gains and losses are usually reported ort basss.

In addition to the unification of the terms reveswnd expenses in
the Czech accounting legislation with revenues argenses in the
world's developed financial systems (IAS / IFRS &l®IGAAP), there is
another logical step in the unification processxggénses” and “revenues”
derived from major business activity have a diffeéreharacter than
“expenses” and “revenueéd”’ whose origin lies in the peripheral or
incidental transactions. Different nature of théwattes mentioned above
should be reflected not only by the definitionslod elements of income
statement, but also by its rich structure.

Structure of Income Statement

US GAAP (as well as IAS / IFRS) do not prescribeobhgatory form
of income statement. They only require a true aad ¥iew and
disclosure of all material facts. They also offee tproper illustrations
how to classify the items.

The Czech profit and loss account is standardizethé legislation.
Since 2002, the company has been at least allosveddaw the additional
items, which are to be presented under the settiatrthey are connected

¥ The words “... and from all other transactionsl aither events and circumstances
affecting the entity ...” in the definitions of gai and losses leave a considerable
scope for the inclusion of additional items, whioblusion is assessed as appropriate
and correct by the entity.

% They are called “gains” and “losses”, but we dd know these terms in the Czech
accounting regulation.
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with. The structure of Czech income statement isfortunately,
negatively influenced by strong linking of the Cadmancial accounting
to taxes. Naturally, it has an unpleasant impacdhenexplanatory power
of Czech profit and loss account. Some items aiectaid by taxes so
much that the information about financial performanis distorted.
Typical examples of such items are lease contrabts)ges in accounting
policies, changes in accounting estimates or cbores of errors.

Czech accounting legislation structures the incasteement into
three basic sections, namely:

= profit or loss from operational activities;
= profit or loss from financing activities;
= profit or loss from extraordinary activities.

US GAAP provide a much deeper and more comprehemsoture of
financial performance achieved. At the first lewélclassification they
structure the income statement into:

= profit or loss from continuing operations;
= profit or loss from discontinued operations;
= profit or loss from extraordinary items.

At the next level of classification, mainly the w#sof continuing
operations, which is usually the most important toé three above
mentioned sections is divided according to thevagtit comes from.
There are two possibilities:

*= major or central activities;
= peripheral or incidental transactions.

Classification of the elements of performance aridtypes of
operations mentioned above is linked to the mwkillestructure of the
income statement. In Figure 3 is presented a moflgdtatement of
comprehensive income, which meets the needs oalloge mentioned
statements of financial accounting concepts (SFAGY reflects the
relationship of particular items to various bussexctivities. Such a
classification, which is in context of financialrfmmance measurements
very valuable information, is unfortunately not kno in the Czech
accounting legislation. The structure of incometesteent, which is
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presented in Figure 3 may be a good inspiration tf@ accounting

legislation of the Czech Republic.

Fig. 3: Structure of Statement of Comprehensive Income

= EFECTS FROM CONTINUING OPERATIONS

Sales or Service Revenues
— Cost of Goods Sold

GROSS PROFIT

— Other Operating Expenses (Selling; Administrative)

+ Gains

— Losses

+ Other Revenues

— Other Expenses

+ Unusual or Infrequent Gains or Losses

— Income Tax Expense Related to Continuing Operation

Income from Continuing Operations
— EFECTS FROM DISCONTINUED OPERATIONS

* Income/Loss from Operations of a Discontinueanpone
+ Gain/Loss from Disposal of a Discontinued Opierst

nt

Income Tax Expense Related to Continuing Operations
= EFFECTS FROM EXTRAORDINARY ITEMS

*+ Gains or Losses that are both Unusual and Inéeg
CUMULATIVE EFFECT OF CHANGES IN
= ACCOUNTING PRINCIPLE

"

net income

- GAINS AND LOSSES RELATED TO OTHER
COMPREHENSIVE INCOME
+ Gain
— Losses

COMPREHENSIVE INCOME

Source: inspired by Epstein — Nach — Bragg (2010)

other
omprehensive

t

Income

In the following chapters we will discuss the threentioned blocks of

the statement in more detail.
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Income from Continuing Operations

This section of the income statement deals witpldigng activities,
which are expected to continue at least in the eypent period. That is
why the information from this section of the incostatement is the most
proper for the assessment of future potential @f blusiness. In this
section, mainly the revenues and expenses frometiigy’s ongoing
major or central operations are reported, but awr revenues and
expenses from secondary activities and some gaidsiasses, which
have their origin in peripheral or incidental aites.

Although US GAAP do not impose a specific structofeincome
statement and do not list items in this statentletjtems that the income
statement, which is presented to investors, credliégmd other external
users of accounting information should containareous. They are:

= Sales/ Revenues;

= Cost of Goods Sold;

= Gross Profit (Gross Margin);

= Other Operating Expenses;

= Gains and Losses;

» Other Revenues and Other Expenses;

= Unusual or Infrequent Items;

* Income Tax from Continuing Operations;
= Income from Continuing Operations.

In particular, | find interesting the gross profighich is closely
related to the choice of classification of expensidiser by nature or by
function. IAS/IFRS (and also the EU Fourth Diregj offer two
different ways of classifying of operating and othexpenses. Both
classifications by nature and by function are guwesand are considered
as equivalent solutions. However, if the companyosies a classification
by function, IAS / IFRS require disclosing additnnformation about
structure of expenses by their nature. This opgiossibility is just one
example of the relative freedom that IAS / IFRS tle¢ entity in the
presentation of information. IAS /IFRS even leawe to the entity,
whether some highly relevant informatfdmvill be recognized directly in
the income statement or it will only publish it the notes. Another

1 For example, we should mention the effect frostditinued operations or the effect
from changes in accounting principles.
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example is a series of situations in which IASR8-allow alternative
solutions. US GAAP requirements for the incomeestent are much
more detailed, explicit and definite. In my opinjothe US GAAP
approach to these issues is more correct, bechessdtérnative solutions
and options for presenting leave sufficient roombturring information
about performance of the reporting entity. Anotbensequence of such
freedom is limited comparability of reported fingicstatements.

Czech accounting legislation is in matter of classiion of expenses
in accordance with IAS /IFRS. In earlier yearsyonlassification by
nature was eligible, but since 2003 also altereatilassification of
expenses by function was allowed. If the compargoshks this option, it
is also required to present additional informatiaibout structure of
expenses by their nature in the notes.

To better assess the explanatory power of the iwonme statements,
which are based on classification of expenses byr@and by function,
we can imagine a simple example. There are two eomp — Company
A and Company B. These are two totally comparaihest which report
the income statements for the year ended 31 DeaeMizecan see them
in Figure 4.

Fig. 4. Income Statements of Companies A and B

Company A Company B
Income statement for the year ended Income statement for the year ended
31 December 2009 31 December 2009

Sales or Service Revenues 100 Sales or Service Revenues 100
Cost of Good Sold 70 Cost of Good Sold 20
Gross Profit 30 Gross Profit 80
Administrative Expenses 20 Administrative Expenses 70
Income 10 Income 10

Source: inspired by Mladek, Riorld Accounting2002; my own elaboration

We can also see that both companies reported the kevel of income
for the period. If the companies prepared inconagestents based on
classification of expenses by nature, they woulpeap to reach exactly
the same level of performance. However, both comegareported the
income statement based on classification of expmebgefunction, and
therefore we can also see completely differentciire of their expenses.
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What more, we can see totally different level offpenance of both
companies.

Now, the question is which of the companies seembd better
investment for potential shareholders. At firstrgle, this is Company B.
It is able to operate and produce much more effitye and thus it
reaches much higher gross margins than Companyn&h® other hand,
Company B incurs disproportionately higher share adiministrative
expenses (note that both companies are totally aocabfe), which
indicates that current management of the Compamyal not act fully
consistent with the interests of the shareholdEngre is probably huge
room for reducing the administrative costs.

From the example it is obvious that the great athgeof the income
statement based on classification of expenses ctiin is its
informative power. But we should not overlook thactf that this
advantage can also be perceived as the disadvamafe aggressive
competitive environment that prevails in most meskéhese days.
Companies do have a natural tendency to hide tbeetseof business
success. However, if we keep the perspective oéreat users of
financial accounting statements, we have to apprdise income
statement based on classification of expenses fistiin as much more
valuable data source.

Income from Discontinued Operations

Reporting the information about discontinued operet is regulated
by SFAS 14#° These are operations with component of the ettty is
disposed of by sale, disposed of by abandonmenhaeged for similar
productive asset or distributed to owners in addpin

To recognize the discontinued operations the twgontant dates that
are indicated in the Figure 5 are important:

* measurement date which is the date when the management of
the company make a decision to dispose a compaohamnt entity;
the component is then named as an asset to besdspbd by sale;

» disposal date which indicates the date of termination of the
process of disposal.

22 Accounting for the Impairment or Disposal of Lehiged Assets
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Fig. 5: Timeline of the Termination of Operations

A B c

A
g e '
| ] |
| | |

Beginning of the Year Measurement Date Disposal Date

Source: my own elaboration

According to US GAAP, result from discontinued au@ns is

recognized separately from the result from contigubperations and is
reported in a separate part of the income staterttesitould be displayed
before extraordinary items and cumulative effeatlainges in accounting
principles. Once it was decided to discontinue tperation, it is

unacceptable that the result had been reportdtkisdction of continuing
operations. This requirement is in terms of exgarnavalue of the

financial statements absolutely logical. Althoudie ttompany reported
excellent results, it may be highly misleading mfiation to potential
investors, if the company had reduced its produactitntil the

completion of the disposal process the result @rafon is reported in
special section of the income statement, which aterined for that
purpose. Then, a clear separation of such effentshe income of
continued operations is ensured.

This section of the income statement is furtheridditt into two
separate subsections depending on the measureaterifdhe operation.
The subsections are:

= profit / loss from operations — this item is presented, if the
decision to close down the component of the compeay made
after the beginning of the fiscal year for whichhancial
statements are compiled; this period correspondshéo time
interval A in Figure 5, i.e. time elapsed since ltleginning of the
year to the measurement date;

= gain / loss on disposal- this component, which is always
presented in the case of discontinuing of a compibfvathout the
reference to the measurement date), consists ofivesections:

- profit / loss from operations conducted between dhte of
measurement and the disposal date; this perio@smonds to
the time interval B in Figure 5;
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- gain/ loss from the disposal of the componenhefdcompany
itself.

The income statement prepared in accordance widitiCaccounting
legislation has not a separate section for disnaetl operations. So-
called “transfer accounts” provide at least pad@ution. They allow the
reporting entity to transfer revenues and experss®ciated with the
discontinued operations to another (non-operatjorsgction of the
income statement. However, the question is to wiiettion. Probably
the only option is to report the effects from thgcdntinued operations in
the notes. Nevertheless, both revenues and expearsesransferred
separately and the aggregate result from discoedimaperations is not
recognized.

Effects from Extraordinary Iltems

In general, extraordinary items are acts of Gogarernments such
as natural disasters, wars, nationalization, étesé& items are both of an
unusual nature and infrequent in its occurrencetraéxdinary items
should be segregated from the results of ordingrgrations and be
shown net of taxes in a separate section of thenec statement,
following discontinued operations. Standard APB @&8als with this
matter in more detail. It offers examples of extdagary items on one
hand and items that should not be classified as@xtinary under any
circumstances on the other hand. Other specificisrald® extend the list
with examples of items that are considered as exdiaary even if they
do not meet both criterion of unusual nature afieéquent occurrence.

In the matter of extraordinary items IAS / IFRSfelif significantly
from US GAAP. While US GAAP define the extraordipatems quite
clearly and require separate recognition of effewising from them,
IAS / IFRS as present amended do not know the @xinzary items at
all. In earlier times extraordinary items used o published separately
from all other items. However, IAS 1 in paragraghe&pressly prohibits
recognition of any item in the income statementirorthe notes as
extraordinary’* In my opinion, this weakens the explanatory power
financial statements prepared under IAS / IFRSomgarison to financial

23 For example the effect from premature settleroéfiabilities (discussed in SFAS 4).
24 Even the last amendment to IAS 1, which is eifecsince early 2009 does not
change anything.
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statements prepared in accordance with US GAAP. ffaesactions,
which reflect the effects of phenomena such asraltlisasters are truly
extraordinary nature and the assumption that théyat be repeated can
be considered as legitimate. Not showing such it@snsxtraordinary may
then lead to biased judgment of external usergahtial statements.

Previously, IAS 8 in paragraph 6 defined extracadynitems as
income or expense resulting from events or trarmatthat are clearly
distinct from the ordinary activities of the entitgnd therefore are not
expected to occur frequently or regularly. Consetlye the IASB
decided to remove the extraordinary items from BA&nd IAS 1. As the
only justification for this step, the IASB says tladl transactions (even
those, which are understood as extraordinary) ré&suh normal business
risks and the judgment of their impact is oftenjeative. Numerous
factors in accounting, however, are consideredestibply. | do not
consider the argument mentioned above satisfaetooygh to justify the
abolition of the part of the income statement, Whzovides investors
much needed information.

Effects from extraordinary events, generally termd Have very
substantial implications for the management of tgntivhich must
proceed in accordance with paragraph 86 of IASHichvsays: When the
item of income or expense is material, it must Bzldsed separately.
The result is the obligation of an entity to repaytsuch effects, which
cannot be done without a subjective assessmenteleant events.
Finally, the only difference is that the investoashto look for this
information (usually in the notes), instead of sgeproperly structured
income statement, which has a special sectiondw shich effects.

Regarding the Czech accounting legislation, thaasin is more
complicated. The concept of extraordinary item&riswn in the Czech
accounting legislation, however, the content is pletely different from
diction of US GAAP. In the Czech income statemeatraot only unusual
and infrequently occurring events marked as exdiaary items, but also
items such as effect from changes in accountingcipsl changes in
estimates, errors etc. These items (changes inuating principles,
methods, etc.) should be reported in a separat®iseaf the income
statement according to US GAAP. In contrast, CAS*D%ays in this
context that change in accounting principle experns well as many

% Czech Accounting Standard for Businesses No -OF8penses and Revenues
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other items of expenses) are debited to an acagfumtcount class 58 —
Extraordinary expensé8. The wording “unusual and infrequently
occurring items” is not known in the Czech accaugptiegislation and
therefore is not required to be reported separately

Conclusion

Turbulent and aggressive competitive environmenttafay's world
increasingly forces organizations to understandiness performance
rather as a future potential ability to succeedhim marketplace than as
plain view on the present or the past. One of megnponents of this
broadly understood business performance is finhrmp@aformance. In
today's business environment an increasing emplisasierefore placed
on finding high-quality information about financipérformance. A high-
guality information system becomes a necessity.0oAotng subsystem
includes financial information, which creates cdiotis for effective
management of financial performance. Such inforomathelps all
interested parties to understand the direction @gses of company's
development.

Analysis of two most developed world's financiasteyns — IAS / IFRS
and US GAAP, has become in line with the expeatatia rich source of
inspiration for improvement of the Czech accountiegislation, the
Czech accounting standards and their interprettiorhe lack of
conceptual framework is a crucial problem of Czeabcounting
regulation. This fact leads to many content incstesicies or even worse
to economic errors, which are discussed in thigpap

= The Czech financial regulationacks definitions of basic
concepts required qualitative characteristics of accounting
information, recognition and measurement concepts
(assumptions, principles, constraints) or ewvejective and
purpose of preparing financial statements itself.

= Czech accounting istrongly linked to demands for reporting
and payment of tax obligations The strict separation of tax
accounting and financial accounting would certainhgate the
environment, where the economic substance of fiaanc
transactions would prevail over their form. Patacu

% There is explicitly defined chart of accountstie Czech Republic and certain items
are numbered.
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manifestations of problem issues are concept aingacontracts,
correction of accounting errors, changes in acaongryrinciples,
etc.

The definitions of‘revenues” and “expenses” in the Czech
accounting legislation are questionablebecause of the absence
of definitions of the fundamental concepts. Thesant are
removed from “revenues” and “expenses” as undegsiooall
advanced accounting systems of the world. It restibm a
different approach to accounts of changes in selhufactured
inventory and capitalizatiofl.

In the Czech accounting trentent of extraordinary items is
highly controversial. They often do not have an extraordinary
character.

Another drawback of the Czech accounting regulatias compared to
US GAAP or IFRS istoo plain structure of information regarding
financial performance. It causes in particular:

lack of separation the ongoing major activity fromthe other
operations, i.e. either incidental or peripheral activitiesda
operations, which do not create the potential farture
performance enhancement; the most problematicosedi the
Czech income statement is operational section, lwhantain a
mixture of major and secondary activities (whicle aot clearly
separated);

Czech accounting regulation almost does not death wi
discontinued operations despite the fact that under US GAAP
and IFRS is paid much attention to them; effectamfrsuch
activities do not constitute a future potential an$ good to see
them apart from other effects;

US GAAP or IFRS are not law and are therefore appbtn the
basis of discretion of reporting entity and not fasmal and
procedural lawsThe Czech Accounting Act is law US GAAP
or IFRS do not impose angtrict accounting procedures,
specific reporting format, the chart of accountsor categories
of assets

US GAAP (as well as IFRS) provide inspiration forneore detailed
breakdown of the income statement, which also @ddne in multiple

27 Numbers 61 and 62 in Czech chart of accounts.
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perspectives simultaneously. This multidimensiomadome statement
would be considered by users of its informationmagch more valuable
document, which would provide a fuller and truectpie of achieved
financial performance of the company.

The paper also points out specific areas wherénttensistency between
the reporting of information about financial perfance under IFRS and
US GAAP can be found. These areas should becombjacs of interest
in further process of convergence and harmonizatbnthese two
accounting systems.

From 1 January 2009 there is a significant convezgan reporting of

financial performance information. Companies repgrtunder IFRS

since that date can no longer “hide” part of tlie@ome directly into the
equity. The latest amendment to IAS 1 brought a oemcept of income
— so-called comprehensive income. However, a sdiffdirence between
US GAAP and IFRS still exists. IFRS summarize tbens “expenses”
and “losses” into a broader “expenses” and the gefravenues” and
“gains” into a broader “income”. By contrast, US SR have four

completely separate categories of “revenues”, “agpg’, “gains” and

“losses” and clearly require strict separation pémtions related to the
major business activities from those related tother activities.

Much more important difference between US GAAP dRRS is the
approach to extraordinary items. IAS 1 expressbhimits declaring any
item as extraordinary (and even the last amendmenth is effective
since 2009 has not changed anything). US GAAP ddfia extraordinary
items quite clearly and require separate recogniticeffects arising from
them. In my opinion, the US GAAP approach is cdiréecause the
separation of information, which is for assessingure performance
potential the least valuable, is correct and useful

The last notable difference, which the paper deatls, is the method of
classification of expenses. IFRS allow a choic¢his matter. The entity
can classify expenses either on the basis of tiaure or on the basis of
their function. US GAAP clearly require a cost asa by function. It is
the only option. | perceive the US GAAP approackasect, because it
does not allow the entity to hide the informatidooat gross profit (gross
margin). Potential investors would be quite rightiry interested in this
information.
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The Role of Accounting Information in Financial
Performance Measurements from External User’s
Viewpoint

Zbyrek HALIR

ABSTRACT

The paper concerns measuring and reporting of ¢iahperformance of
an enterprise from external user’s point of vievasis8 approach of the
paper is the analysis of the Income Statement &nded by US GAAP.
If it is appropriate wording of US GAAP is enricheg requirement of
IAS/IFRS. The paper comes from following premisedvAnced
accounting systems of the world could be rich sesiaf inspiration that
would help to improve the Czech accounting legisiat the Czech
accounting standards and their interpretations. r@/lt@s appropriate the
paper also brings inspiration for solving partiatansistencies between
IAS/IFRS and US GAAP. It gives some recommendhatiofor
continuing the harmonization process of both actingrsystems in the
field of measuring and reporting of financial perm@ance.

Key words: Financial Performance; Income Statement; US GAAP;
IFRS, Czech Accounting Legislation.
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